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FOREWORD 


What is essential and what is unessential in the economic theories 
of the late Lord Keynes? What are the minimum aasnmptinns 
that must be made'in order to obtain the theoretical results us ually 
claimed by the adherents of Keynesian economics? How did the 
revolutionary book The General Theory of Employment, Interest, 
and Money develop out of Keynes’ earlier writings? To what extent 
is the Keynesian theory indebted to those of older writers, and 
how does it compare with the theory of classical economics? What 
is the relationship between the economic theories and the economic 
policies of Keynes and his followers? Do the policy measures advo¬ 
cated by the Keynesians lead to socialism, or do they endeavor to 
preserve capitalism? These are the leading questions which this 
book attempts to answer. 

The Keynesian theory is 'riewed in the following pages as a 
revolutionary doctrine in the sense that it produces theoretical 
results entirely different from the body of economic thought existing 
at the time of its development. lie “Revolution” discussed here 
is a revolution in thought, not in the economic policies of govern¬ 
ments. The first six chapters deal with the development of the 
theory and an analysis of the implications of the theory. The final 
chapter evaluates the influence of the theories of Lord Keynes upon 
the forces of economic and sodal reform. 

The Keynesian RevohUion is addressed to a mixed group of readers. 
For the non-professional economist Chapters I (exclusive of parts 
of the last section), II, and V deal with the historical development 
of economic theories. Chapter HI with the structure of the 
Keynesian system. Chapters HI and VI with the use of Keynesian 
theories to analyze the economic problems of deflation and infla¬ 
tion, and finally Chapter Vn with the practical consequences of 
this theory for economic policy. All these ideas are presented in 
non-technical terms. For the professional economists, in addition 
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to those parts which are of interest to the layman, a section in 
Chapter I gives a technical analysis of the theory of A Treatise 
in Money; a section in Chapter III compares Kejmes with the 
classical writers; Chapter IV attempts to dear up controversies 
on the interest rate, the savings-investment equation, and the 
qffect of wage cuts on unemplo 3 nnent; finally an appendix devdops 
mathematical models of Keynesian economics. The lay reader will 
probably do well to skip over some of these technical discussions, 
but the remainder of the book is quite understandable to those 
without any formal trmning in economic theory. This book is 
so designed that most of the major problems are treated in simple 
terms that la 3 rmen can follow with an application of careful thought. 
It is, however, frankly not intended to be “Keynes for the Lay¬ 
man.” That is another subject which deserves to be treated sepa¬ 
rately. 

Much of this material was originally contained in a doctoral 
theas written in 1944 at the Massachusetts Institute of Technology, 
during the author’s tenure as May Fellow at that institution. 
However, in the two years elapsing since the original writing the 
manuscript has been considerably revised with the end in view of 
making the material more understandable to the general reader, 
although, it is hoped, without an imdue sacrifice of standards of 
scholarship. In addition, the final chapter contains material which 
was not presented in the original version. This chapter on economic 
policy was written primarily for the general reader in order to relate 
the abstract arguments to the concrete problems that now con¬ 
front us. 

There are many persons associated with the author’s intellectual 
development whose teachings led to the ideas set forth in this book. 
It was the late Struan T. Robertson who first interested the author 
in the writings of Keynes, and Professors William Fellner and 
Norman S. Buchanan who convinced him of the usefulness of 
studying economic problems. But no single person is more respon¬ 
sible for The Keynesian Revolution than Paul A. Samuelson. It was 
the lectures of Professor Samuelson that first pointed out to tins 
author the truly essential points of Keynesian economics. If any of 
the ideas of this book are accepted as contributions to economic 
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thought, Paul Samudson should recdve credit. The author, of 
course, assumes full responsibility for any errors. 

Numerous friends and colleagues have read the manuscript and 
have made important suggestions and ciitidsms. They are R. 
Bishop, D. V. Brown, 0. Lange, J. Letiche, J. Lintner, G. Malanos, 
F. T. Malm, J. Marschak, C. Myers, D. Patinkin, and S. Pu. Miss 
Beatrice Rogers of the Industrial Relations Section of the Massa¬ 
chusetts Institute of Technology was very hdpful in editing the 
ori^al thesis. 

The author gratefully acknowledges receipt from the following 
of permission to quote from their publications: Bankers PubKshing 
Company; Free-Economy Publishing Company; Harcourt, Brace 
and Company; London School of Economics and Political Sdence; 
the Macmillan Company; the Ronald Press; the American Economic 
Renew; the Economist; the Nerm Republic; the Quarterly Journal of 
Economics, and the Reoiew of Economic Statistics. 
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KEYNES AS A CLASSICAL ECONOMIST 

One thing that must be kept in mind throughout the reading of 
these pages is that Keynes was always a dassical economist . Much 
space will be devoted below to the manner in which he made a 
significant break with classical doctrine; but as all economists know, 
it is almost impossible to get rid of early impressions, especially after 
they have stuck for two decades or more. It was not until Keynes 
had lived through a few years of the world’s greatest economic 
catastrophe that he was able to divorce himself from some of the 
standard doctrines. In this chapter we shall look carefully at the 
body of economic theory and policy (always so important with 
Keynes), which was being espoused by Keynes, in order that we 
may get a clear picture of the development which must have been 
going on in his own mind up to the early part of the thirties. 

KEYNES OF THE PREWAR WORLD 

It was not until the Treaty of Versailles that Keynes achieved 
his great fame and began to make public the theoretical system on 
which he baaed his original contributions to economic policy. But 
he had, himself, pointed out in 1911 in a review of Professor Irving 
Fisher’s T/ie Purchasing Power of Mofiey ^ that English monetary 
theory was then principally a matter of oral tradition — the Cam- 
bri(^e oral tradition — and that the theory supported by the British 
economists had not been widely set down in publications. However, 
he did at that time remark upon what he considered to be the best 
work in monetary theory since Ricardo, namely, Marshall’s testi¬ 
mony (1887) before the Gold and Silver Commission and before the 
Indian Currency Committee. These comments by Keynes mark 
him definitely as one steeped in classical tradition. Many years 

' See Etonomic Journal, Vol. XXI, 1911, p, 393. 
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elapsed before he began to question these first theoretical impres¬ 
sions. 

Keynes began his professional career with a solid, substantial 
book, Indian Currency and Finance,’^ which was favorably accepted 
by his professional colleagues, but which was by no means an indica¬ 
tion of his later brilliance and cleverness. Some economists today 
would like to make much of the fact that Keynes, from the outset, 
departed from orthodoxy, since here he had made a plea for a 
managed currency. Actually, his policy recommendation that India 
have a gold exchange standard was reached on the basis of straight- 
forwardr~daiiical anal ysis, not seriously challenged by~Eis~~TOn- 
temporary, orthodox colleagues. Briefly, this book asked for a 
central bank to be set up in India which would centralize the gold 
reserves so that extraordinary monetary drains could be met in 
times of crisis. He thought that this plan would lend greater sta¬ 
bility to the Indian currency sj'stem than could be obtained through 
the use of a strict gold standard. It was a commonplace at that time 
that the Western countries had made India the sink for the world’s 
excess gold supply, giving those nations a very good cushion against 
inflationary price movements. This led directly to price fluctuations 
and undesirable currency speculation in India. Such conclusions 
as the above are certainly evident to the classically trained economist 
working along the lines of the quantity theory of money. Primarily, 
Keynes was interested in achieving price stability for India, and he 
supported his program for stability by quite orthodox analysis. 
Whether the policy recommendation was the most orthodox plan or 
not, it cannot be doubted that Keynes’ economic analysis was de¬ 
rived entirely from classical theory. 

Surprisingly enough, our prolific hero was very quiet during the 
war years. At the outset of the war, Keynes went to the British 
Treasury as an economist and worked on problems of French 
finance, especially in relation to the reparations question. His pub¬ 
lications during this period were of a very conservative nature and 
were marked by a complete absence of innovation. He reviewed 
some German publications on that country’s war economy and 


* Indian Currency and FinaneCf Macmillan, London. 1913 
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wrote some articles on the behavior of the money markets and 
banking system during that aitical period, but there seems to be 
no indication of any important contribution on his part to the 
discussions of inflation, or of the real costs of the war, that were so 
prominent then. 

THE TREATY 

But in 1919, from a freely flowing pen, economists and the public 
in general were entertained with a best-selling analysis of the Treaty 
of Versailles.® As was to be mcreasingly the case, Keynes was 
dealing in a spectacular way with important issues of the day, and 
in this instance the questions were: Are the provisions of the treaty 
economically justified; and more specifically. What is the extent of 
Germany’s ability to pay? With most of that book and its sequel 
we should not be primarily interested, because they give us little 
evidence of the author’s theoretical system — the point at issue in 
this chapter. However, in The Economic Cons egiiences of the Peace, 
{Keynes did devote a chapter to a discussion of the economic process 
as it led up to the World War. In this chapter, Keynes looked with 
pangs of nostalgia at the prewar eronomic system m which there 
were no barriers to trade, unlimited investment opportunity, 
capital accumulation, and growing population. This period, to any 
classical economist, was a time of capitalism at its best, and the 
growing possibilities of postwar restrictions and monopolistic prac¬ 
tices did not present a happy outlook) A few quotations will show 
the perspective into which the prewar period was put. 

What an extiaordinaiy episode in the economic progress of man that age was 
which came to an end in August 19141® 

Europe was so organized socially and economically as to secure the maximum 
accumulation of capital.® 

The interference of frontiers and tariffs was reduced to a minimum.' 

The analysis of this economic millennium is quite interesting, 
espedally when compared with the later views ol-The General 
Theory o/ Employment, Interest, and Money. Keynes saw the high 

• J. M. Keynes, The Economic Consequences oj (he Peace, Macmillan, London, 1919. 

' The Economic Consequences of the Peace, p. 11. 

‘ Ibid., p. 18. • Ibid., p. IS. 
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level of investment and consequent growth of capital stock made 
possible through the inequalities inherent in the capitalistic income 
distribution. In fact this inequality was Keynes’ justification of the 
capitalist system. The rich had excess income which they had saved 
and were able to invest profitably. It was only because the rich were 
wise enough to abstain from consumption that capital accumulation 
was able to achieve its great size. But tlic important part of this 
analysis is that Keynes saw only two possible obstacles to this 
progressive economic growth; (1) population might grow too rapidly 
and outrun accumulation, and (2) war might consume the stock of 
capital. He was never worried at this time about a lack of profitable 
investment opportunities which could offset the savings generated 
out of the capitalistic income distribution and thus lead to a possible 
high level of unemployment. Altliough Kejmes is famous for many 
predictions, he was not able to predict the economic stagnation of 
England during the twenties — because he was too classical in his 
analysis. 


POSnVAR MALADJUSTMENTS 

The postwar economic ills provided the stimulus to much of 
Keynes’ writings for several years. The issues which he was ttj-ing 
to clear up were (1) inflation vs. deflation; (2) the gold standard I's. 
a managed currency (sometimes phrased as stability of exchange vs. 
stability of prices). The first problem is verj- important to us, for 
the following reasons; Altliou gh KcjTies was consistently in favor of 
price stability,^ if economic maladjustments had to be coffccte’d by 
price manipulation, ^ was inyariablj^ qn_ the side of^ in flation as 
opposed to deflation. This preference for inflation is quite important 
Tn'undcretahding much of the argument of the General Theory. His 
statement on this issue is 

... it is worse, in an impoverisbed world, to provoke unemployment than 
to disappoint the rentier.* 

(^This notion was a part of his more important conception tliat a 
high level of investment activity is necessary for economic progress 

’ This favoritism goes back at least as far as his Indian Ciirroicy and Finance. 

* Monetary Re/oTm^ Harcourt Brace, New York, 1924, pp. 44-45. 
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under capitalism.^ Though investors would prefer the certainty of 
price stability, rising prices were considered to be a stimulus to 
busmess activity, while deflation was looked upon as an obstacle to 
investment and enterprise. Rising prices brought windfall profits to 
business and in this way enhanced the expectations of potential 
investors, a necessary stimulus for the promotion of a high level of 
income and employment. But it must be admitted that the level 
of investment depends upon much more than price expectations, 
and in this respect the early Keynesian analysis was weak. It was 
not until investment opportunities had sunk to a level much lower 
than that reached during the decade of the twenties that Keynes 
recognized their complicated character arid the necessity for ^gorous 
measures in order to send the economic system into a revival. How¬ 
ever, we must keep in mind the fact that Keynes was always for a 
little inflation, and his reasons were not unrelated to the promotion 
of investment. ^Another reason why Keynes always favored in¬ 
flation as opposed to deflation was that inflation is carried on at the 
expense of the rentier class, an inactive class in the economy which 
Keynes had always wanted to eliminatej) He regarded deflation as a 
transference of wealth from the active to the inactive (».c. rentier) 
class. This attitude accounts for his interest and actirity in the 
problem of determining the levd of the franc. In an “ Open Letter 
to the French Minister of Finance,”* Keynes argued that the level 
of the franc would be determined by the proportion of income which 
the tarqrayers would allow to be transferred to the rentiers. He 
argued that it would be more desirable to diminish the claims of the 
rentier rather than to increase the tax burden. Of three alternatives 
open to the Minister of Finance — capital levy, reduced interest 
rates, or price rises—Keynes recommended the inflationary method 
of price rises as the most expedient method of solving France’s 
monetary problem. 

The d esire for price stability is quite in line with Marshall ’s 
teaching s. Marshall, too, desired stability because he saw the 
possible evils of price fluctuations upon the various classes of 
society. He pointed out the efiects of rising and falling prices on 

• Esntys in Persuasien, Haicourt Brace, New York, 1932, p. 105. 
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producers’ expectations and hence on the level of output. Marshall 
very specifically noted the fact that -wages were sticky as compared 
with prices, so that workers lost where employers gained. His 
observations on the movements of wages relative to prices have 
some bearing on the more recent KejTiesian writings. On the whole, 
Marshall feared the results of extreme and frequent fiuctuations and 
consistently favored moderation in price movements. 

The question of de valuation -vs . deflation of the monetary' rmit 
was a considerable part of the above matter of inflation \’s. deflation, 
and was being considered in the light of the gold standard issue. 
The matter can be phrased thus: Should England fix the value of its 
ciurency, no matter on what standard, at the existing, postwar 
exchange rates, or should she return to the prewar value of the 
poimd by a process of deflation. Secondly', should the monetary 
system be constituted so as to achieve a stable internal price level 
or a stable foreign exchange rate? Once the second question had 
been answered, it would have been possible to decide whether or not 
to return to the strict gold standard, and the answer to the first ques¬ 
tion -would have indicated the exchange rate to be chosen, no matter 
what standard was used. ^Keynes was certainly unequivocal in his 
preference for domestic price stability' over exchange rate stability'^ 
so that the monetary authorities could maintain control over the 
domestic economy. WTiether Key'nes’ specific proposal was what 
we call a gold standard or not is unimportant; the point to be made 
is that he definitely did not want to return to the old-fashioned gold 
standard system that existed before the war, and that he did not 
want to restore the pound to its prewar parity under any system. 
His specific proposal was for the Bank of England to quote a weekly' 
buying and selling price for gold (spot and future) not at the level of 
prewar prices. Some economists may assert that a gold standard is 
in existence -w'hen there is a fixed buying and selling price for gold, 
and it can be seen that Key'nes’ scheme did not even fall under this 
liberal definition of a gold standard, for he was very much against a 
pegged price for gold. The bank’s weekly price for gold was not to 
remain fixed, but was to fluctuate as conditions warranted. Of 
course, Keynes felt that stability of exchanges, as long as it was not 
incompatible with stability of prices, was a desirable thing, and that. 
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if posable, the Bank of England should keep the buying and selling 
prices of gold stable. 

As in the previous problem of the Indian monetary situation, in 
order to recommend a policy of price stability it vras necessary to 
base the recommendation on a theory of the determination of the 
price level. An economist cannot recommend a policy for the 
stabilization of prices unless he knows clearly how prices are deter ¬ 
mined . And so in both cases we see that the theoretical apparatus 
employed by Keynes was the quantity theory of money, along the 
most orthodox lines. For the entire period of the twenties we find 
this incessant insistence upon price stability, with the policy meas¬ 
ures formulated on the basis of an orthodox quantity theory of 
money, or something closely related to it. One almost gets the 
impression that Keynes was viewing the business cj'de as the 
“dance of the dollar” and that price stabilitj', in itself, would cure 
our economic ills. It was not until the true nature of the saving- 
investment process became evident to Keynes that he was able to 
get rid of some of his classical and neo-classical ideas in order to 
develop a more satisfactory theory of economic behavior. 

Returning once more to the theory of the determination of the 
price level, let us consider the quantity theory' as held by Keynes in 
A Traci on Monelary Eeform. There he worked with the well known 
equation; + 

where «is the cash in circulation, p is the price level, k is the number 
of consumption uiuts which the public decides to hold in cash, r is 
the banks’ ratio for checking accounts, and k' is the number of 
consumption units which the public decides to hold in dreddng 
accounts. Keynes regarded « and r as institutionally given, i.e. 
determined by the personal decisions of the heads of the banking 
system. He considered k and k' to fluctuate over the course of the 
Q'de but also to be institutionally given by the public’s psycho¬ 
logical spending habits at any point of time. Hence the only 
variable in the equation is p, which can always be determined in 
terms of institutionally given parameters. ^The proper manipulation 
of n and r by the banking system was suggested in order to counter¬ 
act the fluctuations over time of k and k', thus giving the desired 
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price Stability^ This theory of the determination of p was admittedly 
based on the theory of Marshall’s Mottey, Credit and Commerce, 
except for the fact that Marshall did not distingni^ between the 
decision to hold consumption units in the form of checking accounts 
and in the form of circulating currency. 

As we shall see further on, the main difference between Keynes of 
the Tract and Keynes of A Treatise on Money is concerned with the 
treatment of the quantity theory of money. For in the Tract, th e 
motives of the public for holding money were inadequately analyzed. 
Money was regarded as having only one function — as a medium of 
exchange — and its function as a store of value was not considered. 
This is evident since k and h' were both defined as the equivalents of 
the number of consumption units which the public elects to hold in 
the form of cash or deposits. In other words, he assumed that people 
have only one motive for holding mo^ey, the t ransactions moti ve. 
Ke 3 mes actually id go on to qualify this slightiy and to introduce 
the precautionary motive, but the important thing that he omitted 
was the speculative motive which is linked to the function of money 
as a store of wealth, an idea entirely absent from the Tract. How¬ 
ever, we shall see later that^e major theoretical irmovation of the 
Treatise was an analysis of the functions of money and the motives 
which lead people to hold cash balances.^ 

Again the Marshall influence is evident. We find in Chapter I 
of Marshall’s Money, Credit and Commerce) a discussion of the func¬ 
tion of money in which Marshall mentioned it only as a medium of 
exchange and as a standard of deferred pa 3 mients. He and his 
pupil Keynes both overlooked the influence of money as a store of 
value. 

The modem reader will undoubtedly raise high hopes in anticipa¬ 
tion of something quite revealing in the economic process after a 
reading of the preface of A Tract on Monetary Reform. There the 
first words read: 

We leave Saving £o the private investor, and we encourage him to place 
his savings mainly in titles to money. We leave the responsibility for setting 
Production in motion to the business man, who is mainly influenced by the 
profits which he expects to accrue to himself in terms of mon^.*'’ 

” JTonetoy S^orm, p. v. 
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In vain does one look in the body of the book for some early insight 
into the saving-investment problem and its influence on the level of 
output apd employment.(This passage, however, is one of the first 
indications that Keynes recogni^ the problem of offsets to savings 
and the nature of the decision to save, as opposed to the decision to 
invest. Herein lies the great Keynesian contribution, but we are 
to hear little more of it in the Traci, except for the discussion of 
inflation and deflation, which examined the effect of price fluctua¬ 
tions on investment and business decisions.} 

In the transition period between the appearances of the Tract 
and that of the Treatise there was one problem which troubled 
England greatly and which Keynes was constantly attemptmg to 
solve.- This was the problem of prolonged unemployment and de¬ 
pressed economic conditioiis in general. Up to 1929 there was a 
steady rate of unemployment of about one million or more persons 
(a large figure for Britain), and depressed conditions existed in many 
industries. All this was gomg on while other countries were f^ly 
prosperous, a point which led Keynes to attribute the faults entirely 
to policies of the British government rather than to world conditions 
in general. The unemployment was largely concentrated in basic 
industries such as iron and steel, Upbuilding, and coal, while light 
industries fared much better. The unemployment was not great in 
such industries as electrical engineering, printing, distributive trades, 
or banking. This concentration of unemployment at that time in 
heavy industries is quite important in understanding some of the 
remedies later to be proposed by Keynes. 

The main characteristic of the Keynesian policies for the improve¬ 
ment of the level of employment is that they almost all involved 
some sort of monetary control and manipulati on. Unemplo 3 unent 
was looked upon as one of the most serious of our economic prob¬ 
lems; yet Keynes confidently believed that it could be fully solved 
within the framework of the capitalist system by employing the 
proper monetary policy. While most of the policy measures pro¬ 
posed were justified by strict classical analysis, it should be noted 
that there was one fundamental point of view which was quite 
unorthodox, namely, the contention that the system was not.per - 
fecriy 'self-adjusting and that laissez faire policies were not the ones 
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to bring about recovery. However, this departure from classical 
reasoning might be more apparent than real, if one recognizes that 
many of Keynes’ reasons for the lack of self-adjustment related to 
frictions, maladjustments, and political conditions of the day, which 
could not have been foreseen by the founders of classical doctrine. 
In fact,{he characterized this state of prolonged depression during 
the twenties as one of p seudo-egui librium ” and not a smooth-work¬ 
ing economic adjustment.) Also, in answering Beveridge’s thesis 
that overpopulation has little effect upon the level of employment, 
Keynes stated what he believed to be the real cause of unemploy¬ 
ment— a phenomenon of maladjustment. The maladjustments, 
he remarked, may have arisen from such causes as transitions from 
lower to higher price levels, a change-over from supplying one tj^pe 
of external market to supplying another, attempts of organized 
labor to obtain higher real wages than the e.xisting economic con¬ 
ditions would permit. This latter maladjustment was considered 
closely related to overpopulation, and he concluded that perhaps 
Malthus was correct about a terrible devil.‘“ 

The classical influence is no more strongly represented anjTvhere 
in Keynes’ writings than in his earlier v iews on free t rade.” He 
stated that tire case for free trade was based on two propositions 
which he accepted with certain obvious exceptions: (1) It is better 
for each cormtry to produce those goods in which it has the com¬ 
parative advantage and trade for those in which it has comparative 
disadvantages. (2) There can be no disadvantage in importing 
useful goods. The exceptions had to do with trade restrictions for 
such purposes as influencing the trade in goods which arc particularly 
desirable or undesirable for non-economic reasons, building up 
industries for national defense, supporting infant industries, and 
dealing with dumping. He argued that protection would lead 
either to interference with commodity exports or to an increase in 
capital exports. The latter event he wanted to avoid because he was 
using the old argument of unlimited investment opportunities “ — 

“ Essays in Persuasiottf p. 241. 

“ “Is Britain Overpopulated?" Nruj jRepubUci Vol. XXXVT, 1923, p. 247. 

« "Free Trade for England," New RepubHc, Vol. XXXVU, 1923, p. S6. 

This is the argunaent of Say’s law. 
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exported capital merely diverts capital from use at home; i.e., 
capital will always be employed, either at home or abroad. In 
Keynes’ own words we have the following statements; 

For if tbere is one thing that protection cannot do, it is to cure unemploy¬ 
ment." 

But the daim to cure unemployment involves the Protectionist fallacy in 
its grossest and also in its crudest form." 

We shall see later how much these views were modified. 

Britain’s return to gold in 1925 at the prewar par ity brought 
forth a huge stream of critical articles by Keynes, for this was a de¬ 
flationary measure which he had opposed since the close of the war. 
Moreover, this step was opposed not only on grounds of his prefer¬ 
ence for inflation over deflation, but also because it represented an 
attempt to restore an automatic mechanism of currency adjust¬ 
ments, directly in opposition with Keynes’ views on monetary 
management. In Tlte Economic Conseqttences of Mr. Churchill he 
argued that the whole source of difficulty in the British economic 
scene could be traced to the fact that rdative prices at home and 
abroad were completely out of line, to the disadvantage of England. 
The prices of British export goods abroad were considered to be too 
high, thus working a hardship on the ej^ort trade in maintaining a 
balance of payments. But it is significant that Keynes agreed at 
this stage to change one of his views regarding the cause of unem¬ 
ployment and excessively high export prices. An orthodox conclu¬ 
sion to be drawn might have been that the workers were being 
remunerated too handsomely for what they produced. Ke 3 mes 
objected to this view and said that the real cause of troubles in the 
export industries was that sterling was overvalued; the return to 
gold at the prewar parity raised the value of sterling by 12 per cent 
abroad, thus making British goods more ej^nsive in foreign 
markets. If the average money wages prevailing at that time in the 
various countries be converted into a common monetary unit at 
the then going exchange rates, one would find the British wages far 
above those of the rest of the world, but this seeming competitive 

«/ifi.,p.87. »/6a.,p.g7. 

" Tie Economie Consequences oj Mr, CiurchUl, L. and V. Woolf, London, 192S. 
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advantage for British workers was a piu-ely monetary phenomenon. 
The real wages of British workers were much nearer the level of 
those in other countries than was true of the gold wages. Ke 3 mes 
thus argued that the difficulty could not have been due to high real 
wages in the export industries, ^he possible lines of action thaLwere 
open to Britain, according to Keynes, were to let the sterling ex¬ 
change depreciate abroad with constant prices at home, or to force 
home prices and wages down into adjustment with the sterling 
exchange. Of course, he ruled out the latter alternative because of 
his constant fear of deflationary complications. He also recognized 
the institutional rigidities which would stand in the way of wage cuts 
because he foresaw the possibility of strike action on the part of the 
workers in order to prevent wage reductions. Another element in 
the return to gold which drew criticism from his sharp pen was the 
fact that the Bank of England was forced to raise its discount rate 
and restrict credit, precisely at a rime when the level of investment 
activity was low.) 

A long controversy between Keynes and Ohlin took place in the 
latter part of the 1920’s on the transfer jNoW^em; however, since the 
issues involved here have been so extensively reviewed in books on 
international trade and since the questions involved do not illustrate 
much about Keynes’ monetary theories which we cannot find else¬ 
where, there is little point in discussing the matter further. But in 
passing, we should note that this argument on the transfer problem 
is quite in line with classical thought, the theme of this chapter. 

It is with the election of 1929 that interesting points arise again, 
for here is the first inkling of the later and more famous Keynesian 
doctrines which will be examined at some length below. The occa¬ 
sion of the new Keynesian policy was a political pledge by Lloyd 
George to reduce the volume of unemployment through spending 
on public works. Keynes in collaboration with H. D. Henderson 
examined the commonsense reasoning behind this pledge and argued 
that it followed from economic analyris. Keynes had by no means 
deviated as yet from classical thought, and for this reason the argu¬ 
ment is weak at certain crucial points. But the most significant 

^^Can Uoyd George Do lif An Examinafion of the Liberal Pledge, Nation and 
Athenaeum, London, 1929. 
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enlightenment to draw from this piece of writing is that we can see 
clearly the sense in which the Keyneaan doctrines represent a true 
innovation. In later chapters we shall show clearly that all the 
important parts of the General Theory can be found in the works of 
various predecessors, but in spite of this fact no one was thinking 
seriously along these lines at the time of the Great Depression. The 
Keynesian theory was essentially new as compared with the existing 
body of doctrine held in the late 1920's and the 1930's. The arguments 
against Lloyd George’s Liberal Pledge clearly show the status of 
some of the non-Ke}mesian thought. 

As always, Keynes was very optimistic about the success of his 
policy recommendations — this time a public works prog ram — in 
bringing about fuU employment, especidly since he predicted, in 
addition to the direct stimulus to the construction industry, induced 
effects whereby other industries would indirectly be influenced as a 
result of the increased purchasing power of the workers employed 
on the government projects. In fact, he even suggested that Lloyd 
George wanted to spend too much and that the plan Could be success¬ 
ful even if based on smaller outlays. He was rather naive in ac¬ 
counting for the frictions, leakages, and other obstacles, about which 
we learned so much in our depression experience. 

The fact that men (economically productive factors) were idle 
and being supported by costly unemployment benefits when they 
could 'have been set to work on useful tasks which would have in¬ 
creased the stock of wealth was, for Keynes, an outright contradic¬ 
tion. The contradiction was especially flagrant since this state of 
unemplo 3 rment had been going on for eight years (excepting 1924) 
with at least one million persons constantly out of work. ^He con¬ 
sidered, and rightly so, the cost of the Lloyd George program to be 
trivial as compared with thp wastes of unemplosmient.) 

Keynes’ recognition of the great possibilities of induced effects 
over and above the inirial government outlays presents the germ of 
his later developments, for his opponents always considered the costs 
of the plan in relation only to the volume of primary, direct employ¬ 
ment that would result from public works projects. But one must 
not get the idea that Keynes had yet come to the strategic doctrine 
now called the “multiplier,” which shows the accumulation of all 
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induced effects; i.e., the total increment to national production, 
accumulated over all futmre periods, which results from a given 
public outlay. It is an exceedingly big step for a formal economic 
theory ” to go from the vague concept of repeated expenditures by 
successive income recipients to the theory of the multiplier without 
getting lost in explaining the successive rounds of spending by each 
income recipient. Keynes always got lost in successive spendings 
after the first two or three rounds. But he did point out very clearly 
that there would be cumulative effects of induced purchasing power, 
although he remarked that it would not be possible to measure the 
accumulation with any precision.^ Also he emphasized very much 
the spread of emplo 3 mient from the immediate site of the public 
works to the indirect employment in complementary industries — 
the notion of investment induced’ by a given autonomous impulse. 
However, since he had not examined thoroughly a formal mul¬ 
tiplier theory, he did appear to be falling into one pitfall. He 
imagined that by this spending the government would be able to lift 
itself by its own bootstraps. (Hc concluded that there would be such 
an increase in income as a result of the spending that with fixed 
tax rates the government would get large increases in its tax revenue 
in order to offset the budget defid^ Other sources of relief to the 
budget, he stated, would be reduced armament expenditures and 
reduced unemployment benefit pa 3 mients, but, in fact, the reduction 
of spending on these latter two items by the government would 
merely mean that spending would be transferred out of these lines 
into public works if full emplo 3 Tnent were to be achieved. There 
would be no net relief to the budget. 

There are also indications in this artide that the stagnant eco¬ 
nomic position of Britain had at last impressed upon Keynes’ mind 
the problem of offsets to savings. His opponents contended that 
employment on public works schemes would merely divert employ¬ 
ment from jobs in private industry. They w'ere dearly operating 
with the dassical assumption of full employment — sending w'orkers 
into one job merely takes workers away from another job. It is 

Though not for economic policy. 

Compare this with the optimistic attitude shout the predion of the measure- 
ments in The Meatts lo Prosperity^ Harcourt Brace, New York, 1933. 
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amazing, in the Jight of British experience, that people could argue 
this way. That Keynes saw the problem is evident, but he was far 
from having developed a satisfactory theory, ^e claimed that the 
savings which would flow into the investment undertaken by the 
Lloyd George scheme would not come from funds that would other¬ 
wise be used to flnance other capital equipment; instead that the 
resources would be furnished from savings which were then dis¬ 
bursed to the unemployed, from savings which would run to waste 
through lack of credit, or from reduced foreign lending.^ The recom¬ 
mendation that the government offset otherwise redundant savings 
brings us to the core of the later Keynesian policy. 

A THEOEETXCAL MODEL 

A period of swift intellectual growth was concluded with the 
appearance in 1930 of the famous Treatise on Money?'- Economists 
eagerly awaited this long publicized work, whidi Keynes had been 
writing over many years. We are told in the preface that many of 
the author’s ideas undervvent great change during the process of 
writing this Treatise; and one reviewer has characterized the book as 
a transitory phase of rapid development. The most striking char¬ 
acteristic of the Treatise is its loosely knit theory with many lines of 
thought incomplete. But we can accept thisbook as the summation 
of all the lines of thought covered in the several debates of the 1920’s, 
as discussed above, with the possible exception of the question of 
public works schemes brought up in the elections of 1929, We shall 
take the Treatise and some of the review articles built upon it as the 
status of Keynesian theory at the start of the Great Depression. 
In the next chapter, we can then go on to consider the extremely 
important transition from the Treatise to the General Theory, with 
the important steps exposed. 

We can describe the Treatise as a book in classical economics 
based on two important and well known theorie s. These two 
theories are the business -cyde theory which m akes investmen t 
fluctuations the prime mover of the capitalistic system as supported 
by Tougan Baranovski, Spiethoff, Schumpeter, Robertson and the 

“ A Treatise on Money, Hiucourt Brace, New York, 1930,2 vols. 
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t heory that the rate of interest i s de t ermined in eq uilibriu m by th e 
eq uality of savi ngs an d investment.^ With these two theories 
superimposed upon a dasscal model, it is possible to develop the 
important arguments of the Treatise, with the exception of one sig¬ 
nificant new contribution to economic theory, the foundations of 
Ke 3 mes’ later liquidity-prderence theory of interest. It may seem 
odd that the liquidity-preference doctrines should come out of a 
work based on the interest theory of the Treatise; however, this only 
Ulustrates the confused state of Ke}mes’ ideas at the time. The 
seeming contradiction is easily resolved, since the liquidity-prefer¬ 
ence theory of interest grew from the seeds of the bearishness theory 
of the determination of the price level of investment goods (or non¬ 
liquid assets), as it was presented in the Treatise, rather than from 
the determination of the rate of interest. 

Briefly, the argument of the Treatise ran as follows: The business 
cycle is caused by fluctuations in the rate of investment relative to 
the rate of savings. This notion is based on the theories of Tougan 
Baranovski, Spiethoff, Schumpeter, and Robertson. In fact, 
Schumpeter’s theory of irmovations was unreservedly accepted by 
Keynes as the moving force of the capitalist fluctuations.^ Ac¬ 
cording, however, to the interest theory, fluctuations in the market 
rate of interest about the natural rate (the rate which would equate 
savings and investment) are uniquely related to fluctuations in 
the discrepancy between savings and investment which in turn are 
related to fluctuations in the price level. Then Keynes argued that 
investment is the really dynamic factor which fluctuates when the 
market and natural rates of interest diverge, and that the fluctua¬ 
tions in prices are a result of the discrepancies generated between 
savings and investment.(The whole aim of the Treatise was to tell 
us how to keep prices stable; or, what is the same, to keep savings 
and investment equal; or, what is the same, to keep the market rate 
of interest equal to the natural rate^ Thus Keynes’ concrete 

” The interest theory as presented in the Treatise was somewhat WickseUian, al¬ 
though Kqmes intimated that he personally contidered his interest theory to be differ¬ 
ent from that of Widssell, 

Although Professor Schumpeter would have us believe that his views are 100 
percent non (anti (?))-K^etian, he most admit that there are great siniilarities 
between their cycle tbraries. 



KEYNES AS A CLASSICAi ECONOMIST 17 

proposal s were schemed of monetary contr ol; the banks by manipu-^ 
latipn of t he rate of interest would'infiuence the level ofTnvestmmt 
until equilibrium could be achieved with the more stable rate of 
savings. This would give the desired end of price stability. If 
interest rate manipulations proved unsuccessful, then o pen-market 
o perations were suggested as the control measure. Ih many respects 
this part of the Treatise does not differ much from the Tract on 
Monetary Reform. In that latter book he also wanted price stability 
in order to stimulate a satisfactory level of investment activity. 
But the Treatise was certainly a step forward in that the investment- 
savings process was much better analyzed and the influence of the 
rate of interest, although perhaps exaggerated, was incorporated 
into the economic model. The analysis of the factors that determine 
the level of investment in fixed, working, and liquid capital and the 
distinctions between the process of saving and the process of 
investment were great contributions of the Treatise, in spite of the 
fact that these notions were not wholly original with Keynes but 
were drawn from other theories. 

Keynes apparently thought that he was bringing out the heart of 
his theory in the exposition of his pretentious "fundamental equa¬ 
tions,” but the “fundamental equations” were not the essential 
contribution of the book , and it is quite unfortunate that the reviews 
and discussions of the book always centered on these equations, 
instead of on more useful material. Of course, Keynes’ attitude 
and his label of "fundamental equations” did not help to promote 
the discussion of the Treatise to a higher level of scientific achieve¬ 
ment. The' “fundamental equations” were merely definitions which 
did not rest upon refutable hypotheses — hypotheses which could 
be verified or refuted by available data. They were on a level with 
other famous equations in economics such as MV = FT, which do 
not tell us anything about fundamental economic behavior . 

(Essentially, the fundamental equations represented an attempt 
to improve upon the classical quantity equations and link the inter¬ 
est rate, as well as the stock of cash balances, to the determination 
of the various price levels, particularly the price level of output as a 
whole and the price level of consumption goods,*) Ke 3 Ties wanted to 
show with these equations how variations in the market rate of 
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interest relative to the natural rate would cause discrepancies 
between the level of savings and investment, which in turn would 
cause the price level to oscillate. It must be pointed out that Keynes 
did not regard his equations as formally incompatible with the 
quantity theory; rather he thought that they brought to light 
certain processes obscured by the traditional doctrine. 

(^This eicposition may seem to be nothing more than a statement of 
the Wicksell theory, from which the terminology was certainly bor¬ 
rowed. But Wicksell was not ready to substitute an alternative for 
the quantity theory^ His theory held that equality between the two 
rates of interest implies stability of the price level as well as equality 
between the levels of savings and investment, but he did not look 
upon these conclusions as flagrant contradictions of the quantity 
theory and took the attitude in his Interest and Prices that the 
quantity theory, although not a perfect explanation of price move¬ 
ments, was the best theory to use until a better formulation could 
be provided. Wicksell openly admitted that his ideas about interest 
rates and the price level were so imperfectly thought out in his own 
mind that he did not dare formalize them in mathematical equa¬ 
tions. Keynes thought that Wicksell’s theory and that of the 
Treatise might come to the same thing, but he was never quite cer¬ 
tain of what Wicksell wanted to say. 

(At this time Keynes’ bone of contention with the classical writers 
was that the price level is affected by variations in magnitudes other 
than the stock of money or velocities of circulation, namely, by 
variations in the interest rate.) According to the classicists, though, 
interest fluctuations could influence the price level only through 
induced fluctuations in the stock of cash balances. That is to say, 
they thought that changes in the market rate of interest make bank 
credit easier or more restricted according as the interest rate is 
lowered or raised. The net change in bank deposits when added to 
the existing cash was their mainspring behind price movements. 

Let us consider now the “fundamental equation” for the deter¬ 
mination of the price level of output as a whole in relation to the 
quantity equation, to see what were the points at issue. 

Keynes defined what we now call net national income produced, 
Y, as the sum of income paid out to the factors of production plus 



KEYNES AS A CLASSICAL ECONOMIST 


19 


windfall profits. The income paid out, E, was defined as salaries and 
wages, unemployment benefits, interest on capital, regular monopoly 
gains, rents, and the normal remuneration of entrepreneurs. Normal 
remuneration of entrepreneurs was defined as that rate which would 
leave entrepreneurs under no motive to alter the scale of their opera¬ 
tions if they were free to make new bargains with the factors of pro¬ 
duction at the going rates of return. Thus, net returns, over and 
above the normal rate, became windfall profits. Windfalls were also 
defined as the difference between the market value of new invest¬ 
ment and savings. The second definition came to the same thing 
as the first, since “savings” was defined as the difference between 
income pmd out (net of windfalls) and consumption,” while the 
market value of investment was defined as total income produced 
(inclusive of windfalls) minus consumption. 

If we denote output as 0, the price level as U, and windfalls as 
Q, then we get: 

F = nO = £-f Q 


Keynes wrote the right-hand equation as: 


n = ^-f-2=|+ 
0^0 0 ^ 


I~S 

0 


Here I and S rqjresent investment and savings respectively. 

Perhaps it was unfair to say above that this equation was a defini¬ 
tion and not based on any refutable hypothesis. The mere formal 
existence of the equation, Keynes thought, depended on the truism 
that income could be conveniently broken up into two parts: 
(1) Income paid out, E; (2) windfall profits, Q. In so far as this 
was his theory, it was not based on any refutable hypothesis. But 
he implicitly attached certain h 3 q}Otheses to some of these variables 
in order to study the mechanism of price change. As is true of all 
these definitional equations, variations in one variable may always 
counteract variations in another, so that conclusions with regard to 
the movements of yet other variables may be obscure. (In the 
quantity equations, MV = py, if movements of the velocity of cir- 

Th<c Is a satisfactory definition of saving in agreement with common usage only 
if peopie spend on consumption goods exclusively from income paid out and ^end 
on capital goods from windfall profits and incomes paid out. 
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culation (F) and/or of the physical volume of output (y) counteract 
movements of the stock of money {M), then we cannot be certain 
about movements of the price level {p). The classical theorists 
solved this problem by taking the velocity as an institutionally 
give n constant, a nd outpu t as given at the full employment leve l.) 
They justified the first assumption by claiming that vdodty or, if 
you Uke, its inverse, the Marshall “k,” depends upon consumer 
spending habits, practices with regard to the frequency of income 
^sbursements, banking practices, and the general psychology.®® 
Thus at any point of time the general social and economic setting 
would give them the h}q)otheas of an institutionally determined 
parameter, k= k. The other assumption of full employment output 
followed from their theory of the stnicture of the real sphere of the 
economy. They thought that the marginal productivity theory of 
wages defines a demand curve for labor in terms of real wages. This 
demand curve, according to them, interacts with a supply curve of 
labor (also in terms of real wages) to determine the level of em¬ 
ployment and the level of real wages. They also envisaged a 
technological relation between output, emplosnnent, and the stock 
of capital. Taking the stock of capital as fixed, in the short run, a 
relation exists between the level of output and employment such 
that they could determine the former from their knowledge of the 
latter.(Keynes, being a good classical economist, implicitly accepted 
the above theory of the level of output!) Hence, in his fundamental 
equation we can assume that output is given, 0 = 0. That this is a 
correct interpretation is substantiated by a statement in the preface 
of the General Theory which said, “My so-called ‘fundamental 
equations’ were an instantaneous picture taken on the assumption 
of a given output.” 

(^The variable E which represents income paid out to the factors 
of production was never adequately accoimted for by Keynes)this 
being the prindpal fault of the Treatise. This variable represents 
effective demand, and the lack of any theory of effective demand 

" This is the same sense in which Keynes of the Traci assumed that the number 
of consiunption units held in the form of cash is an institutional constant. See p. 7 
above. 

“ The General Theory of Employment^ Interesif and Money, Harcourt Brace, New 
York, 1936, p. vii. 

c 
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was precisdy the fault which prevented Keynes from producing a 
satisfactory result at this time. (He dodged the issue.of the deter- 


mination of effective demand by assuming the ratio which he 


called the rate of efficiency earnings of the productive factors, as a 
stable ter m which changed only gradually with a trend path^ Thus 
the only other determinant of the price level in the “fundamental 
equation” which remains unaccounted for is the strategic variable Q 
or (7 — S). The behavior of this variable was formulated from the 
main hypothesis of the book, Keynes posited that Q depends upon 
the difference between the market and natural rates of interest, 
such that Q is greater than zero when the latter rate exceeds the 
former, equal to zero when the two rates are equal, and less than 
zero when the former rate exceeds the latter. 

(_ From these hypotheses, Keynes derived the result that the price 

level fluctuates about a rather stable equilibrium value, ac¬ 


cording as the market rate fluctuates about the natural rate and 
induces fluctuations in the profit variable, Q.,')The theory of price 
fluctuations could, of course, be stated in terms of the relative 
behavior of savings and investment flows since Q was defined as 
(I — S). The explanation in these terras is perhaps more illuminat¬ 
ing, since it tells more about the economic mechanism. For ex- 
anjiple, if there is an increase in the quantity of money, in the first 
instance there should be an upward pressure on the price level via 

Jg 

the term ^ of the equation. More money will be spent in the pay¬ 


ments to the factors of production which accounts for the increased 

ratio -Q. But in the next step, we find that the increased cash will 

tend to increase the reserve position of banks and make them trilling 
to lend on easier credit conditions; i.e., the bank rate will be lowered. 
The change in the rate of interest will, according to this theory, 
stimulate investment and discourage savings so that there is a dis¬ 
crepancy generated between these two flows. This discrepancy, which 
was called Q, will further increase the price level; hence there is a 
stimulus to prices in addition to that caused by increased income 
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payments. The process does not end here, because the increased 
demand for investment reacts upon the demand for workers to 
produce investment goods and thus exerts a further upward pressure 
on prices. 

In so far as the quantity equation is written in the Cambridge 

form __ 

M = kpy 

in which the stock of money, M, the fractions of income which 
people choose to hold in the form of cash, k, and full employment 
output, y, are all given, the classical theory does not agree with the 
theory of the Treatise. Keynes agreed with the a^umption that 
M and y are given, but objected to the assumption ^ which he 
had previously accepted in A Tract on Monetary Reform. K.e 3 mes 
was really trying to say that h is influenced by the rate of interest. 
This can be shown in the following way :^ne of the great innovations 
of the Treatise was to analyze the motives for which people hold 
cash balances. Total cash balances were split into income deposits, 
savings deposits, and business deposit^which can be linked very 
easily to his later well known classification of funds held for the 
transactions, business, precautionary and ^eculative motives. He 
said that the incomes paid out are equal to the income deposits 
multiplied by their velocity of drculadon, or E = MiVi. Hence 
the “fundamental equation” can be written: 

no = MiVi + Q 

Just as the classical writers assumed k given, so did Keynes 
assume Vi given. He wrote, “Generally speaking, one would.espect 
the average value of [the inverse of Vj in a given economic 
society to be a fairly stable quantity from year to year.” He 
accovmted for the stability of ki by pointing out the same habits, 
customs, and business practices to which earlier economists had 
referred. In this relation, he thought that interest fluctuations 
would cause movements in Q, independently of ilfi and Vi, which 
would, in turn, cause the price level to oscillate. We may conclude 
that the classical the ory took a fraction of E-\- Q= Y as a stabk given 


A Treatise on Money, Vol. I., p. 44. 
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vahte, wJiile Keynes took a fraction of merely E a s a stable g iven value. 
The monetary fld'w (Greeted at that part of the value of output 
denoted by Q was really taken to depend upon the rate of interest 
and was not given institutionaUy. The quantity equation can be 
written: 

[Mi + Mi)V = E + Q=Y 

Here Hfj is the stock of business deposits. Ke)mes asserted that 
the sum of income deposits plus business deposits constituted cash 
deposits and represented the total sum available for spending. The 
other element of the money supply, savings deposits, was assigned 
a zero velocity of circulation and treated only as a store of value. 
The equation with Mi-{- as the stock of money agrees also 
with the classical treatment of money exclusively as a medium of 
exchange. Furthermore, since Keynes wrote MiV-i = E, we can 
legitimately write MiVs = Q, where V 2 is the velocity of circulation 
of business deposits, defined as the ratio of Q to ilfIf Q is a function 
of the interest rate, then Vi is also defined as a function of the 
interest rate.®* Now the “fundamental equation” can be written: 

afi + ilf2)F ■ ilAF; 

0 0 0 

The classical V is merely a weighted sum: 



It must also depend upon the rate of interest because it is made up 
of an autonomous element (Vi) and a function of the rate of inter¬ 
est (Vi). 

It is very important to see here that Keynes' divergence from 
the quantity theory was not related to his treatment of money as a 
store of value because he excluded the influence of savings deposits 
from his “fundamental equation.” His later position based on the 
liquidity-preference theory, however, was to include in his money 
equation the sum of money used for transactions and for idle 

*• Except for the exceptional case in which ili is a particular function of the in¬ 
terest rate such that the rate cancels out of the numerator and denominator of —• 



24 


TEE KEYNESIAN REVOLETION 


hoards. His divergence from the quantity equation was, in the 
General Theory, due directly to the treatment of money as a store 
of value. In the Treatise, savings deposits, as we diall see below 
were treated in a relation entirely separate from the “fundamenta 
equations.” 

The theory behind the determination of the price level of con¬ 
sumption goods was quite similar to that of the case of the general 
price level. To determine P, the price of current consumption goods, 
Keynes developed another “fundamental equation.” He first wrote: 


P 


R 


Here I' is the cost of production of new investment, and R is the 
physical volume of consumption. It was soon pointed out by 
Professor Hansen that this equation involved an unwarranted 
assumption about the relative rates of change of the costs of invest¬ 
ment goods and consumption goods. But it is shown in the ap¬ 
pendix to this volume that this invalid equation did not affect the 
determinacy of prices in the system — and Keynes’ main goal was 
to explain the theory of price determination. 

The theory of the determination of the other price level, P', for 
investment goods introduced a far more interesting theory. D. H. 
Robertson in commenting on the Treatise remarked that Keynes’ 
exposition was not complete because he never stated explicitly 
how P' is determined. Ke 3 mes replied that in his discus^on of 
bearishness and buUidiness, he had implicitly given enough factors 
to determine this price level. His theory was that the price level of 
non-liquid assets is determined by the equation of the quantity of 
hoards which people want to hold with the quantity of savings 
deposits which the banks are willing to create. The variable P' was 
conceived as the allocating mechanism between the holding of idle 
balances on the part of the public and the creation of idle balances 
on the part of the banks.®^ Formally, he looked upon the determina- 

**Mr. Keynes’ Tlieory of Money," Economic Journal, Vol, XLT, 1931, p. 395. 

” **A Rejoinder," Economic Journal, VoL XLI, 1931, p. 412. 

For a brilliant antidpation of the theory of Uqui(nty preference based upon tins 
argument of the Treatise, see J. R. Hicks, "A Suggestion for Simplifying the Theory 
of Money," Economica, K.S., Vol. 2,1935, p. 1. 



KEYNES AS A CLASSICAL ECONOMIST 


25 


lion of P' as the result of the intersection of two econonuc sdiedules. 
On the demand side he drew up a schedule relation between the 
demand for savings depoats and the price of non-liquid assets. This 
schedule is the bearishness function. 

For each price level of non-liquid assets, people may choose 
whether they want to hold their wealth in the form of savings 
deposits or non-liquid assets. The price level of non-liquid assets 
is the discounted value of the expected future income stream to be 
derived from the holding of a unit of these assets. If expectations 
are known as a psychological datum, then there is a sbnple relation¬ 
ship between the price of non-liquid assets and the discount rate. 
The discount rate shows how profitable it is to hold non-liquid 
assets and enables one to choose the form in which he wants to 
hold wealth — in savings deposits or in non-liquid assets. The dis¬ 
count rate enables one to make this decision because when compared 
with the mterest rate paid on savings deposits, it shows the relative 
advantage or disadvantage of holding wealth in the form of non¬ 
liquid assets as opposed to savings deposits. Consequently, Keynes 
stated that there is a demand schedule relating tte demand for 
savings deposits to the price of investment goods. 

On the supply side, Keynes believed that the banking system had 
control over the volume of savings deposits. He said, “We have 
claimed, further, that the banking system can control the supply 
of savings deposits..,” This assumption certainly makes P' 
determinate, for if the supply curve is controlled by the banks, 
and the bearishness function is known, we can find the equilibrium 
between the demand and supply of savings deposits. Ordinarily 
there will be a unique price (P') which will be consistent with this 
equilibrium. The assumption that the banks can control the supply 
of savings deposits seems somewhat tenuous. At best, we now 
assume that they control the supply of the total stock of money and 
not the various kinds of deposits separately. 

Keynes was assuming that a particular discount policy determines 
the size of the various types of cash balances. It should be paren¬ 
thetically remarked that the control of the banks over the discount 


“A Treatise on Money, Vo!. IT. p. 346. 
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rate is not independent of their control over the stock of cash 
balances. If the two are not independent, perhaps the classical 
economists were not so wrong in tracing fluctuations in the interest 
rate to fluctuations in the stock of money and to fluctuations in the 
price level. At any rate, it must be admitted that the control over 
the bank rate of interest is highly interrelated with the control over 
the stock of money. 

Now that we have analyzed Keynes’ theories of the determination 
of prices, we can see immediately how his policy-control scheme fits 
into the theoretical framework. He tried desperately to answer the 
question: Does the central bank have enough power to control the 
price level? Granted that this control is possible, he believed that 
cyclical fluctuations would be eliminated. The central bank would 
have to exercise control over the volume of savings deposits and the 
market rate of interest so that P', P, and II would be kept stable. 
By means of tlie bearishness function, control over savings deposits 
would result in control over P', and by means of the “fundamental 
equations,” control over the market rate would result in control 
over P and H. He did not claim tliat the monetary authorities could 
always produce these results simultaneously; or that non-monetary 
disturbances might not arise unforeseen; or that it would be possible 
to avoid relative price movements; or that a country could carry 
out domestic monetary policy regardless of international consider¬ 
ations. (in general, how'cver, he had a very optimistic outlook as to 
the possibility of regulating a capitalist economy, and thought that 
interest rate and credit manipulations carry great weight in eco¬ 
nomic decisions} 

The princip al defect of the theoretical side of the Trealise was, as 
has been shown ,^iie failure to explain how the level of effective 
demand gets determined} Keynes wanted to explain an equilibrium 
situation in which prices would be stable, (jhe main criterion of 
this equilibrium situation was pictured by him as the equality of the 
flows of savings and investment} Herein lay a great mistake, for 
((savings and investment can be in equilibrium at various levels of 
emplo 3 rment. For Keynes, an equilibrium between savings and 
investment at low levels had exactly the same influence on price 
stability in the “fundamental equation” as an equilibrium at high 
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former. Later, when all the relevant data were brought up to date, 
it was found that this dose correlation did not always persist, and 
Keynes was forced to back down on his statement about influencing 
investment through control over the bank rate.“ In the event of 
the banks’ failure to gain effective control over the market rate of 
interest, Keynes was forced to resort to proposals for the stimulation 
of investment by more direct methods.^ 

A critidsm of the Treatise which has also been le vied against the 
General Theory is that the model was entirely static . This critidsm 
is all the more serious since Ke)mes daimed dynamical virtues for 
his innovations. In a formal sense, the “fundamental equations,” 
written as they were appear to be entirely static. To represent a 
determinate, dynamic system, a model must be able to indicate the 
behavior of each determined variable throughout time; i.e., it must 
be able to show the value of each variable at any instant of its time 
path. The solutions of the equations must all be functions of time 
or constant over time. It certainly seems that we caimot get such 
formal dynamic solutions in the Treatise. But the case is not yet 
lost for Keynes. (While he did not formalize a dynamic system, all 
of the reactions which he traced from the behavior of his statical 
variables were dynamic in character.) In the “fundamental equa¬ 
tion” for the general price levd he did not say that a discrepancy 
between investment and savings changes the price level to a new - 
figure. Instead he said that a discrepancy between investment 
and savings causes the price level to oscillate about its equilibrium, 
levd. It was only a formal aspect of his “fundamental equation” 
that was static. His analysis and condusions were quite d}aiamical. 

• A point which should be mentioned is that in this entire discussion 
of the Treatise, we have been using the terms “savings ” and 
“investment” exactly according to Keynes’ definition of these 
terms. It is well agreed by now that arguments over definitions or 
terminology are fruitless; since, if definitions are precisely made 
and consistently followed, perfectly valid results can be obtained. 
While it is true that one wiU probably not make any great blunders 

^See Edwa rd C , Simonsj "Mr. Eeyses’s Control Sdieme/' American Economic 
Review, Vol. XXilZ, 1933. p. 264, and J. M. Keynes, "Mr. Keynes’s Control Scheme," 
American Economic Remeio, Vol. XXm, 1933, p. 675. 
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in formulating economic poliqr as a result of misconceptions con¬ 
cerning the savings-investment equation, the discussion of the 
equation is vital to the understanding of Keynesian economics. 
As a matter of fact, the discussion surroimding the Treatise shovrs 
clearly the inability of Keynes himself to understand the difference 
between definitions relating observable economic quantities and 
relationships between schedules of economic behavior." Robertson® 
had suggested that Keymes might define income as earnings plus 
windfall profits, and savings as the difference between this income 
and consumption expenditure. Keynes rejected such a definition 
as absurd, because then savings would always equal investment. 
If F is defined as income, then we have; 

Y=^E + Q 

S= y - PR = E+Q- PR 
1 = E+Q-PR 
S = I 

C^eynes, like most of his contemporaries, was dealing with these 
fiows as definitions of observable quantities and failed to treat them 
properly as schedules?) 

An aspect of the classical side of Keynes which has not yet been 
discussed in this text but which is very interesting is his final disposi¬ 
tion of the quantity theory. Cln the most general case, with the 
market rate of interest moving in relation to the natural rate, the 
Keynesian theory differs from the quantity theory; but what hap¬ 
pens in equilibrium? If the market rate equals the natural rate, 
then the windfall profits become zero and the “fundamental equa^ 
tion” becomes, according to Keynes: 

no = MsVi 

This relation looks very much like the quantity theory^ beca^ we 
know from the above discussion that the restrictions, 0 = 0 and 
Vi = Vi, were imposed by Keynes. In the conditions of full 

This entire problem will be discussed at length in Chapters m and IV. 

“ “Mr.’ Keyes’ Theory of Money," Economic Joumah Vol. XLI, 1931 p. 39S. 
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equilibrium, the theory of the Treatise becomes strictly classical. 
As a matter of fact Ke)raes -wrote: 

This means, indeed, that in equilibrium — i.e. -when the factors of produc¬ 
tion are fully employed, when the public is neither bullish nor bearish of se¬ 
curities and is maintaining in the form of sa-vings-deposits neither more nor 
less than the “normal” proportion of its total wealth, and when the volume 
of savings is equal both to the cost and to the value of new investments — there 
is a unique relationship between the quantity of money and the price levels 
of consumption-goods and of output as a whole, of such a character that if the 
quantity of money were double the price-levels would be double also.” 

There can be no doubt that Keynes accepted the classical theory 
for the case o f equilibrium. 

‘‘A Treatise on Money, VoL I, p. 147. 




CHAPTER n 


. THE BIRTH OF THE GENERAL THEORY 

With the preceding chapter as background, we shall trace the 
very important steps that were taken prior to the great publication 
of 1936. The procedure is to be twofold: first tradng chronologi¬ 
cally the developments in the Keynesian literature, and secondly 
comparing the Keynesian developments with the status of thought 
of the non-Keynesian writers. It is hoped that, by this method of 
tracing chronologically the Keynesian development, it will be pos¬ 
sible to put a finger approximately on the date of the conception 
of the new theory. In the next chapter it will then be possible to 
make comparisons between the formal, theoretical models of the 
General Theory and the conventional theory held by economists 
outside the Keynesian camp. 

THE KEYNESIAN DEVELOPMENT 

Economists can sometimes go very far in the advocacy of proper, 
sound policy measures based on an inadequate formal theory. That 
such things are possible proves only that practical economics is 
simply common sense, while theoretical economics is “common 
sense made difficult." Keynes had a good idea as to what the 
troubles were in the economic system in the early years after the 
1929 crash — in fact, even before the crash —and he supported 
policy similar to that built up around the General Theory, but he 
was not able to formalize his arguments into a satisfactory theo¬ 
retical mold. His early analysis in the beginning of the depression 
was based entirely on the classical model of the Treatise. It was 
not his theory which led him to practical policies, but practical 
polides devised to cure honest-to-goodness economic ills which 
finally led him to his theory. Ke 3 mes was in much the same position 
as have been many of our colorful monetary cranks. These amateur 
economists have usually sensed what is wrong, and have often 
proposed workable corrective polides, but they have usually been 
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far wide of the mark in the formulation of their fantastic, theoretical 
systems. A consideration of KejTies’ popular writings in the interim 
between the Treatise and the General Theory illustrates well this 
relation between policj' and theory. 

In the first months of the slumpCKcjmes was telling us that the 
fundamental cause of the difficulty was a lack of new enterprise 
due to the poor outlook for capital investment. He advocated 
action to stimulate profit margins and hence to give rise to new 
investment^ But he did not want to attempt to restore profits to 
a higher level through the cutting of costs, for he regarded such a 
move as deflationary. He argued that there were two wa 3 ’s of re¬ 
storing profits; either by inducing the public to spend a larger frac¬ 
tion of their incomes or bj' indudng entrepreneurs to turn a larger 
fraction of their output into the form of investment. The argument 
was correct, but it was based on faulty reasoning. It was obdous 
to Keynes that increased consumer spending would be a net infla¬ 
tionary’ stimulus to the system, yet his advocacj- of a higher rate 
of spending was based on the dassical theory of the Treatise — 
sa^'ing would fall and would be in equilibrium with investment at 
the new low level, thus gi^’ing the desired end of price stability. He 
had not yet dropped the condition of a given output level so that 
he could imagine a case in which both consumption and investment 
could be raised simultaneously. He was still working under the 
assumption that increased consumption must be at the c.Npense of 
investment and vice versa. A typical Keynesian characterization 
of the slump maladjustment was that producers were not didding 
their output between consumption and investment in proportions 
which corresponded to the way in which consumers were dividing 
their income between savings and consumption. This argument 
waj another waj' of saying that there were discrepancies between 
the terms /, S and I', S in the “fundamental equations" of the 
Treatise. 

We must admit that Keynes advocated certain policies in the 
early thirties in spite of, rather than because of, his theoretical 
background. He made a radio address ’ in England in 1931 which 


^ Repriated in Essays in Persuasiont p. 148. 
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was an excellent plea for increased spending to counteract the de¬ 
pression — mtuition was far more powerful than a theory. In this 
address he attacked thrift, the-classical virtue, because he saw the 
fallacy of providing large savings to be offset by investment when 
there were no available offsets in sight.® The housewife was urged 
to spend, and a plug was made for government public-works ex¬ 
penditures. These proposals sound very much like those of the 
modem Keynesians argumg on the basis of the General Theory. 

In addition to the attack on thrift, Keynes soon changed some 
of his previous views on another classical doctrine. He suddenly 
decided that perhaps free trade does not pay in a period of serious 
unemployment, and made strong " buy British” arguments. He 
suggested that the Chancellor of the Exchequer choose a protective 
tariff for Great Britain in order simultaneoudy to relieve the budget 
and restore confidence. It hardly seems possible that the Keynes 
who in 1923 claimed that protection could never help increase em¬ 
ployment could later advance such anti-classical policies. But a 
great change must have been developing m Keynes’ thoughts be¬ 
cause of the failure of his former theories to solve problems of under¬ 
employment situations. 

In June, 1931, at the time when Keynes was advocating the 
various measures mentioned above in tins section, there appeared 
the famous Macmillan Report.’^ Since the latter part of 1929 a 
committee of which Keynes was a member had been preparing .this 
report. The most interesting conclusions from this book’s point 
of view are those of Addendum I relating to domestic monetary 
policy. This addendum, wMch was unreservedly supported only 
by Keynes and three other committee members, stated that there 
were three alternatives in domestic monetary policy which could 
be used to meet the emergency: (i) a reduction of salaries and 
wages; (2) controls over imports and aids to e3q)orts; (3) state 
assistance to private enterprise and to investment. 


•Recall the discussion of Chapter I on the Economic »/ /te 

concerning Kqmes’ apprasal of samg and the capitalist growth of the pre-Uorld 

^“co^Wee o« Finance end Indmiry, Report, to Parliament by the Fi¬ 

nancial Secretaiy to the Treasury by Command of His Majesty, June, iwr. 
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True to the Keynesian traditions, the first alternative of wage 
cuts was rejected as deflationary. The Report argued that false 
analogies as to the advantages of wage cuts to the single employer 
were often drawn to apply to the economy as a whole. The com¬ 
mittee members realized that output as a whole might suffer if 
purchasing power of wage earners should be reduced. This is pre¬ 
cisely the argument which Ke 3 aies used in aU his own writings. It 
is quite significant that the Report concluded that it would be better 
to leave money incomes fixed and change the monetary standard 
by lowering the gold parity of sterling in order to adjust the level 
of wages and salaries to a long-run equilibrium position. It is pos¬ 
sible to see here the germ of the early arguments of the General 
Theory as regards real and money wage rates. Since it would have 
been very difficult to lower money wages aU round, a better solution 
was thought to be the inflationary measure of causing prices to 
rise and real wages to fall. 

The discussion of the second alternative made the point very 
emphatically that the free-trade argimaents do not apply to a sys¬ 
tem in which there is unemployment, since tariffs could bring about 
a net increase instead of a mere diversion of resources. On similar 
grounds, aids to exports were recommended also. 

In the case of the third alternative — schemes of capital develop¬ 
ment— the argument was on about the level of Kejmes’ ffiscus- 
sion of Lloyd George’s Liberal Pledge, considered in the previous 
chapter. Again the theory of the multiplier was implied roughly 
in the argument, but as in every other case the analysis never got 
beyond'the first few rounds of expenditme. As opposed to what 
many other economists thought at the time, the writers of the 
Report were emphatic in pointing out that public spending on in¬ 
vestment would not divert resources from pri\Tite investment, since 
there was a high level of unemployment. From a practical point of 
view, one improvement was made over Keynes’ previous analytis 
of public-works spending. This improvement was the recognition 
that such programs might have a harmful effect upon business con¬ 
fidence, another reason why protection was considered to be ad¬ 
vantageous. However, the Report thought that on balance such 
spending schemes-would be helpful and dearable. 
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When we compare the recommendations of the main body of the 
Report with those of Addendum I we see some striking contrasts. 
The former recommendations were much more conservative and 
orthodox. They comprised proposals for adherence to the gold stand¬ 
ard at the existing parity, for a lower international value of gold 
in terms of wholesale goods, for price stability at higher levels, for 
bank regulation of interest and credit in order to stabilize tbe level 
of investment. When contrasted with the more radical proposals of 
the Ke 3 mesian Addendum I, we see that Keynes was forced to de¬ 
part widely from the more conventional lines of thought of his 
colleagues. This point is to be brought out even more strongly 
later in this chapter when the testimony of Hawtrey and Pigou 
before the Macmillan Committee is conadered. 

(^From Keynes’ lecture * delivered under the auspices of the Harris 
Memorial Foundation at Chicago in the summer of 1931, we see 
the continued influence of his old theoretical model._^Though he 
made a good analysis of the current economic situation and sug¬ 
gested meaningful remedies, his theoretical views were basically 
unchanged and not entirely in accord mth his commonsense 
judgments. One accurate prediction that be did make at this time 
was that the catastrophe in which the world then found itself 
would not be quickly overcome; instead he predicted that the 
slump might last much longer than people thought. He foresaw a 
long period of semi-slump conditions — an underemployment 
equilibrium, if you like. He continued at this time to emphasize the 
influence of the rate of investment on economic prosperity, and 
suggested remedies entirely in the light of attempting to stimulate 
investment. It seems that his principal tool for curing the depre s¬ 
sion was still the manipulation of the interest rate. He was very 
optimistic as to the influence of the rate of interest in investment 
decisions — a practical issue — and he was still working with the 
theory of the Treatise in which the interest rate was the main factor 
in bringing about an equilibrium between savings and investment 
— a theoretical issue. His goal at this time may be characterized 
as a situation in which investment would be driven up to equality 

* Untmploymtni as a World PraWem, Quincy Wright, Editor, Umveratv of Chicago, 
Chicago, 1931. 
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with savings at a level which would signify prosperity. Savings 
was taken as tlie passive element, and investment as the volatile 
element of tlie economic process. However, ^e Keynes of this 
period saw unlimited investment opportunities at suffidently low 
interest rates, while the later Keynes saw limitations in investment 
opportunities due to a lack of effective demant^ As a result of this 
theoretical system, Keynes proposed a program of reducUon of 
the long-term interest rates and of restoration of confidence to 
borrowers and lenders. In spite of his restrictive theoretical s3'-stem, 
Kejmes also proposed a program of government construction. 

An important scientific contribution was made, at this time, 
that was to develop a completely rcvolutionaiy mode of economic 
thought. Haj’ek, Robertson and others were discussing such ques¬ 
tions as; Are Mr. Keynes’ “fundamental equations” really different 
from the ordinarj' quantify equations? Is Mr. Keynes’ E, the cost 
of production of current output, the same as his E, the factor earn¬ 
ings during the period in which the output comes on the market? 
And at the same time Mr. R. F. Kahn was formulating tlie theori’ 
of tlie mul ti plier, *’ the missing link between what Keynes was 
saying in policy and what he wanted to say in theory. The theory 
as Kahn formulated it was just tlie step needed to show that savings 
and investment determine in equilibrium the level of output as a 
whole and ml the rale of interest. But let us not be misled and tliink 
that Kahn, Keynes, or anybody else could at this time see the issues 
involved and incorporate tlie contribution into a new tlieory of 
the determination of tlie level of cmplojoncnt. Kahn quite unam¬ 
biguously stated that he had worked out his theory of the multiplier 
in an attempt to solve a practical problem of the daj' — to get a 
more precise evaluation of the beneficial repercussions of public- 
works projects. Furtlicrmore Kalin has told us tliat he wrote this 
article with the tlieory of the Treatise before him. He obviously did 
not see tlie great theoretical implications of his work. 

Kahn showed that an initial government outlay on public works 
will be distributed to workers in tlie form of wages. These workers 
■will then spend a large fraction of this added income on consumer 

X • “The Relation of Home Investment to Unemployment,” Economic Journal, Vol. 
LI, 1931, p. 173. 
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goods. The merchants, in turn, will spend a large fraction of this 
previous fraction and so on ad infinitum. ^ECahn’s great contribution 
was to calculate the limiting value of the sum of these repeated 

economists had thought about and written about the 
mrdtiplicative effects of government deficit spendings due to suc¬ 
cessive rounds of consmner spending, but they were never able to 
formalize their thoughts into a theory of definite economic behavior. 
Why should we lay such great stress on the multiplier theory, as 
formulated by Kahn? The answer is that this formulation of aggre¬ 
gative consumer behavior changed entirely our views about the 
structure of a model economic system. As a result of his paper, we 
were able to see the important point that consumption depends, 
in a definite way, upon income and not upon the rate of interest. 
Such a functional relationship between consumption and income is 
necessary in order to generate the successive rounds of the multiplier 
sequences. Once we have recognized the relation between consump¬ 
tion and income, we can pass by means of a mathematical identity 
to the savings-income function, ^ and if income is taken to be the 
important variable in the consumption function, it must also be 
the important variable in the savings function.^We should then- 
be practically ready to discard the classical notion of a savings- 
investment equilibrium via the rate of interest^ All that was 
needed was a few more months of stubborn depression facts; and 
Kejmes was able to see that investment opportunities are not im- 
Umited at low interest rates. Rather, investment also depends upon 
the level of income and some non-economic (autonomo us) variables. 
At any rate the standard functional relation betweenlhterest arid 
investment did not fit the facts, and a theory of the determination 
of the level of income was needed to replace the theory oTth'e d?' 
termination of the rate of iriterest . Once this point was seen, a 
revolution occurred in economic theory . It was not a new theory 
of the rate of interest that was needed to replace the classical 
savings-investmerit theory, as some economists seem to think; 
instead it was a theory of output that was needed to replace the 


expenditures^ 
Many other 


■ This is the case because savings are dejned as income not spent on consumer goods. 
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old theory of the interest rate. When the latter step 'vras carried 
out, a new interest theory f ollowed as a residual which had to be 
accounted for. 

We must repeat here that although T^aVin furnished us with tbe 
necessary step in 1931, the Revolution did not occur then. Econo¬ 
mists continued to thiult along the old lines while using this inno¬ 
vation in their formulation of policy. It required some two 3 -ears 
before we can find evidence that Keynes made great use of the 
multiplier concept in his theoretical S 3 -stem. Although the egg was 
developing, the birth of the new theory did not occur imtil about 
1933; 

^Ke 3 Ties’ own writings continued along the old lines for some time 
after Kahn’s article was made available. In 1932, Ke 3 -nes was 
worried about a financial crisis, more than an 3 ^thing else. But he 
thought that the critical situation could be improved if onl 3 ' cheap 
money would become available^ He seemed to feel that an abun¬ 
dance of credit would probably lead to a high level of in-vestment 
and initiate a reco-veiy, thus avoiding a financial crisis. He did 
qualify his cheap-money policy -with a plea for more -vigorous state 
intervention in the stimulation of investment in the event of a 
failure of a purely monetary policy. But a diort article -written in 
1932 shows that he still had great faith in manipulation of the in¬ 
terest rate.^ The conversion of the War Loan to an interest rate 
of 3 J per cent was looked upon by Keynes as one of the most promis¬ 
ing of all the anti-depression measures. He had alwa 3 ’s before 
regarded his program for the manipulation of the short-term bank 
rate as somewhat inadequate because such manipulation need not 
influence the more important long-term rate. But now he had an 
instance in which an important long-term interest rate -was directly 
lo-wered, an event which he thought might hold great promise for 
the future. The continued in^tence upon credit controls dio-ws 
how little Kahn’s arguments had yet con-vinced him. 

Professor Samuelson has pointed out a very interesting devdop- 
ment in the economic literature of 1933. We can never be quite 
sure what goes on behind the political scenes in Cantabri^an 

r "ANoteoatlieLong-tennKateoflnteiestinSelationto the Conremos Schema” 
Ecottomie Jountat, -Vol. XLH, 1932, p. 41S. 
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economics, but we do know that there is a good deal of i»vrTiaTigi. 
of information among individuals within certain groups. If we 
take Joan Robinson as a reliable sounding board of opinion within 
the Keynesian group, we find a great change in ideas during 1933. 
In Economica of February, 1933, Mrs. Robinson wrote an article 
entitled “A Parable on Savings and Investment” in which she 
attempted to explain some of the more subtle difficulties of the 
Treatise to the simple-minded reader. It was an attempt to clear 
up the differences of opinion which existed between Ke)mes and 
his reviewer, Hayek. In this article we find a perfectly clear ex¬ 
position of Keynes of the Treatise, which leads one to suspect that 
the ideas of the Treatise were still being talked about within the 
Keynesian group. However, in the autumn of that year, 1933, Mrs. 
Robinson felt called upon to write another article for Volume I, 
Number 1 of the Review of Economic Stttdi es, called “The Theory 
of Money and the Analysis of Output.” In this later article Mrs. 
Robinson again claimed to be giving an exposition of the Treatise, 
but such was not the case. Any reader of the Treatise or of the 
discussion presented in Chapter I of this book (if it has been accu¬ 
rate) knows that(a theory which takes a given level of output is 
not a theory of the analysis of output. Mrs. Robinson was over- 
generous to the master and was actually writing one of the first 
erqjositions, in which she is so lucid, of the really essential parts 
of the General Theory of Employment, Interest, and Money'i^ 

In the Economica article, Mrs. Robinson was attempting to demon¬ 
strate the working of the theories of the determination of the 
various price levels, P, 11, P', which had caused so much confusion 
because simple-minded people (in which category she placed her¬ 
self) had to be shown clearly how a fall in P, for example, need not 
lead to a rise in P'. In other words, she was trying to ejqplain the 
relations behind the two “fundamental equations” and the equa¬ 
tion of bearishness. Her exposition followed that of the Treatise 
without a break. But when we come to the second article, which 
appeared in the Review of Economic Studies, we get material which 
is infinitely more interesting and powerful. She was a prophet in 
her own right when she said, “... the Theory of Money has re¬ 
cently undergone a violent revolution.” The beautiful thing about 
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this article is that the analysis of the General Theory was so clearly 
stated, and that such an important element as the savings- 
investment equation was presented in terms of the real issues in¬ 
volved instead of in terms of trivial, terminological controversy. 
The 'gxe-General Theory Ke 3 meaans were much clearer than their 
successors! In this discussion Mrs. Robinson told explicitly how 
savings and investment can be equal at all points of time and yet 
not be identical schedules or curves. She first assumed a dis¬ 
equilibrium and then showed the conceptual process by which the 
level of real income would adjust to bring savings and investment 
into equality. She also demonstrated the working of another very 
important process in the maintenance of the savings-investment 
equation, namely the operation of “ forced” investment . She as¬ 
sumed an increased rate of savings and a consequent fall in con¬ 
sumption so that the equation could not be maintained. Her 
explanation of the adjustment then was that inventories would 
pile up due to the decreased rate of consumption, thus forcing in¬ 
vestment up to meet the increased level of savings. This is an 
argument commonly used by present-day Keynesians, ^he whole 
argument was siuumed up by the statement that there may be 
an equilibrium output at any number of different levels — levels of 
full or less than full emplo}rmentIt is also interesting that she did 
not need, at this stage, to appeal to lower limits to the interest rate, 
or rigid money wages, or imperfections in competition to e^lain 
the phenomenon of imemplo 3 Tnent. 

The difference in theoretical structure between these two articles 
by Mrs. Robinson is quite amazing and should lead us to suspect 
the occurrence of the revolution in Cambridge during 1933. 

One of the first articles by Keynes which shows the influence 
of Kahn was published in 1933.® ^ this work Ke 3 mes made a new 
argument for public-works expenditures which was in many re¬ 
spects similar to that made in 1929, except for the fact that this 
time he made very extensive use of a new tool, the multiplier 
theory.) The arguments which were being put forth against govern¬ 
ment spending programs in the early thirties were very similar to 

^ to Prosperity, Macmnian, Loodon, 1933. 
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those used against the Lloyd George Pledge, but this time Keynes 
was able to counter with more explicit statements as to the ulti¬ 
mate level of employment created out of a given public expenditure 
and as to the net cost to the government budget- (kecall that in 
1929 Ke)Ties had said that there would be induced and indirect 
effects which the opponents always neglected, but that these 
effects could not be measured with any precision^ The important 
point for the reader to keep in mind is that in order to get precision, 
it is necessary to know a definite functional relationship between 
consumption and income, given certain other variables in the 
system as parameters; in other words, applications of the multiplier 
theory must be based on a theory of the consumption or saving s 
fimction. 

At this time Keynes estimated the multiplier to be about 2, but 
in order to be conservative calculated with a value of 
l-^.® He used the same argument as before, concerning the strain 
upon the budget. ([He calculated the transfer saving on the dole 
and the increased taxes out of the increased income generated as 
covering half the costs involved. Thus he concluded that there 
was no dilemma between spending programs and the balancing 
of the budget.^ However, one is not quite sure whether or not he 
had fallen into the mistake of believing that the exchequer can lift 
itself by its own bootstraps. 

There is no doubt that he then saw clearly the relationship be¬ 
tween consumption and income, although this discussion was not 
intended to produce a theoretical system. He encouraged spending 
on the part of the population but realized that it would be im¬ 
possible to spend much more out of an already reduced income. 
He also began to see more clearly the working of economic systems 
as wholes. Only a few years before The Means to Prosperity, he 
had announced a distinct favoritism for a protectionist policy in 
Great Britain. Now he was willing to give up this idea, since he 
realized that successful attempts by England to improve her for¬ 
eign balance would only be at the expense of other countries. 
Furthermore he realized that competitive protection applied by 

• In other words, every dollar spent on public-works projects creates Sl.SO of na¬ 
tional income. 


42 


THK KEYNESIAN EEVOLimON 


all countries simultaneously would only be harmful to all. WTiat 
he now proposed was world-wide inflationary loan expenditure to 
stimulate the world as a whole, espedall}’- in order to raise 
the world price level. He was now ready to advocate that all coun¬ 
tries expand trade simultaneously through the abolition of exchange 
restrictions and tariffs. Keynes made a complete turn-about on 
the question of free trade. 

As in the case of the Treatise, the appearance of the General 
Theory was well advertised in advance. We know that, for some 
time, Ke 3 mes was lecturing at Cambridge on the theor 3 ' of employ¬ 
ment and output according to the doctrine later written down in 
the General Theory}'^ Also some ten months prior to the signing 
of the General Theory preface, the New Republic carried an a rticle 
by Ke)mes,“ in which he brought out the main points of his new 
doctrines, which he compared with those of the heretics and cranks. 
Now he had come to believe that in the absence of frictions the 
system was not self-adjusting, as the classical economists had felt 
and as many economists feel today. If we can find a theorj’ which 
describes a non-self-adjusting capitalistic, frictionless, perfectly 
competitive system, have we not found a revolution ar}' theory? 

Keynes did not present at this time a complete outline of his 
theory, but he did say enough to indicate the core of the analj’sis. 
Some people have misinterpreted the essential innovations of the 
Keynesian Revolution, and there is a statement hy Kej-nes in this 
article which may add to this misinteipretation.^He claimed that 
the inability of the classical system to determine the level of effec¬ 
tive demand and of emplojunent was due to an unsatisfactor}' in¬ 
terest theory.) Are we to take this to mean that the KejTieaan 
Revolution lies in the new interest theory — liquiditj' preference? “ 
We can admit that the theory of liquidity preference is an ingenious 
solution to the problem of the determination of the rate of interest, 
which is essentially different from the classical, neo-classical, or 
modem Swedish theories, but we need not regard the liquiditj*- 

A copy of some unpublished notes by R. B. Biyce, viho was then at Cambridge, 
has been made available in mimeographed form. 

^ “ A Self-Adjusting Economic System? "AVio Republic, VoL IXXXIT, 1935, p. 35. 

u This theory will be expired In detail in Chapters III and IV. 
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preference theory as an essential element of the modem Kejmedan 
system. It merely roimds out the theory and mates it complete. 
The way to interpret Keynes’ above daim about the inarleqnariy g 
of the dassical interest theory is to point out that this theory used, 
as determinants of the rate of interest, flows which actually deter¬ 
mine the rate of output; hence we were prevented from having a 
satisfactory theory of output as a whole because dassically indined 
economists were using the strategic determinants of output to 
determine something dse. Keynes later remarked that, as it actu¬ 
ally happened, he first conceived of the savings-investment equa¬ 
tion as the determinant of the level of output. This left him without 
a theorj' of interest; so he then developed the liquidity-preference 
theory of interest.) At this point we ^ould like to antidpate an 
argument which may arise in the reader’s mind; at least, it arose 
in the mind of D. H. Robertson. This argument would state that 
savings and investment should not be isolated as merdy determi¬ 
nants of the level of output, for they can determine something else 
simultaneously, namdy, the rate of interest. We admit that in a 
mutually interdependent system cause and effect carmot be iso¬ 
lated, but at this stage of the analysis we are working with building- 
blocks out of which a mutually determined system has been con¬ 
structed. We are now solely interested in the strategic variables 
in each of the interrelated equations. However, this point is to be 
discussed more fully below. 

SOME NON-KEYNESIAN THEORIES PRIOR TO 1936 

If we are to see the full significance of the revolution, we must 
have a thorough idea of the theory against which Keynes revolted. 
It is true that Keynes directed his attack against what he called 
classical economics, with the implication that most economists 
of the day were thinking according to the classical system. This 
implication has caused some disagreement, wdth the result that 
many economists maintain that Keynes was knocking over straw 
men, since hardly anyone held these so-called classical notions, 
anyway. We can avoid this issue by simply going to the pre- 
General Theory writings and finding out just what other economists 
were thinking before the light was revealed to them. We shall at- 
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tempt to present a cross-section of opinion in order to bring out the 
prevailing doctrines. 

Just as Malthus engaged in a long controversy -with the orthodox, 
classical school over the question of Say’s Law (that supply creates 
its own demand), Keynes pictured himself as arguing the same issue 
with his orthodox contemporaries. While we shall probably never 
know how much stimulation Ke 3 Ties received from many of his 
anticipators, we can be quite sure that he drew much from Malthus, 
whom he openly admired. The controversy between the Keynesians 
and the non-Keynesians in many respects was similar to the Ri- 
cardo-Say-Sismondi-Malthus controversies of the nineteenth cen¬ 
tury. 

A very good exposition of Say’s Law which brings out the major 
issues of the discussion of the 1930’s can be found in a book from 
which many weU known economists were undoubtedly taught, 
namely, Fred M. Taylor’s Principles of Economics. This book was 
written in 1921 and was used as a textbook in American universities 
for several years. An examination of the arguments on Say’s Law 
in this book, which is, on the whole, an excellent piece of work, is 
here in order. First, Taylor attempted to demonstrate the fallacy 
in the argument that disastrous acts of God can stimulate the 
level of economic activity. He took the example of a householder 
whose roof was blown oS by a tornado. He observed that the 
spending by the householder in replacing the roof would react in 
successive rounds and increase the prosperity of the entire com¬ 
munity. But, he asked, is this a net increase in demand? True to 
Say’s Law and other classical traditions, he answered: 

The money which on account of the tornado our householder was compelled 
to spend putting on a new roof would ultimately have been spent anyhow, 
though in some other direction; and thus being spent, it would have created 
just the same demand for commodities or services.” 

Here we have the strictest sort of classical argument; with the 
assumption of given output, expenditures on one sort of activity 
are merely diversion from spending elsewhere. Taylor could see 
that there was plainly no reason why funds spent on a roof would 

** Principles oj Economicst Ronald, New York, 1923, p, 197. 
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always otnerwise be spent on csnsumption, especially if the house¬ 
holder should be suffidently wealthy; so he assumed that the house¬ 
holder would otherwise have spent the money on investment 
activity, say the excavation of a cellar. This brings us to the crux 
of the matter. The exponents of Say’s Law have always assumed 
unlimited investment opportunities. Householders could never 
have any savings which would not be invested somewhere in this 
perfect system. 

Hence the tornado does not increase demand in the least, it merely substi¬ 
tutes one chain of Purchases for another^ 

The contribution made by any one person to the total demand for goods is, 
in the long cun, bound to be just equal to his income, no more no less.** 

In a sense, Taylor in 1921 was not quite as bad as were some other 
economists in the early thirties, for he recognized that in short-run 
depression periods when there is unemployment, Say’s Law may 
not hold; i.e. government spending on public-works projects may 
not divert funds from the private investment market. But he was 
not one to say that this condition could persist for any length of 
time, for he stated unequivocally that Say’s Law would hold in the 
long run. As a long-run optimist, he saw unlimited investment 
opportunities. 

The principles underlying Say’s Law also crept into the discus¬ 
sions of appropriate anti-depression economic policy. Hawtrey 
has expressed some ideas which are not unrelated to a discussion of 
this law and which can be conveniently considered at this point.*® 

Hawtrey was called upon to give testimony as an expert econo¬ 
mist before the Macmillan Committee, of which Keynes was a 
member." The problem of the committee being to suggest policies 
which would bring England out of her stagnation, Hawtrw com¬ 
mented on possible methods of securing the desired ends.(On the 
matter of government spending, Hawtrey stated that whether the 
spending came out of taxes or loans from .savings, the increased 

>* Ibid., p. 198. «/Wd., p. 198. 

*• See p. S3 below for brief comments on Hawtrey’s monetary theory of the trad 
cycle. 

** Reprinted in The Art of Central Banking, Longmans, Green, London, 1933. 
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governmental expenditures ■woiiid merely replace private expendi¬ 
tures. He even considered the “radical” idea of government 
spending out of new bank credit, but predicted that the result of 
such a policy would be inflationar^and a threat to the gold standard, 
thus forcing up the bank rate of interest and causing credit contrac¬ 
tion. Such a plan, for him, would only defeat itself, since govern¬ 
ment ejqpenditures out of bank credit would mean the end of cheap 
money for private enterprise. Arguments like these would be much 
more understandable coming from Taylor of 1921 than Hawtrey of, 
say, 1930. How could economists worry about the inflationary gap 
when there was such a high level of unemplo 5 unent? The only 
answer we can give to this question is that they must have been 
working with assumptions of Say’s Law and/or full emplo 3 rment. 
It was with s imil ar arguments, by British political lights that 
Keynes had to contend in his articles supporting public-works 
projects. 

Whatever labor leaders or leftist economists have to say about 
Ke 3 mes’ bourgeois emphasis, they must be brought to realize that 
he consistently worked against those theories which blamed the 
depression on labor. There was a large body of doctrine that traced 
the cause of the unemployment to rigidities^ which prevented the 
free working of the capitalist system, the major rigidity being ob¬ 
structions to the downward movement of wages. How can people 
find employment if they ask a king’s ransom for their work! Pro- 
fessor Pigou, like Hawtrey, was called upon to give testimony before 
the Macmillan Committee. He traced the current difficulties to 
two obstructions to the free working of economic forces,' namely, 
the improper allocation of people among jobs, and the existence 
of wage rates above the level called for by the general demand con¬ 
ditions. Following these lines of aigument,(he supported a policy 
of wage cuts) Even today. Professor Pigou argues that unemploy¬ 
ment is not possible if we admit flexible wages into our theoretical 
system. This issue is to be considered more fuUy in a later chapter, 
^^other eq)onent of wage cuts was Professor Cannan, ‘°)who 
wanted to explain general unemplo)unent in exactly the same way 


See ^‘The Demand for Labor/’ Economic Joumaif VoL XLH 1932. p. 357. 
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as one e^^leuns particular unemployment in an individual firm or 
an industry. He argued that in particular employment, more 
workers can be employed at lower wages if the demand for the 
product is elastic.^ In total employment, demand for the product 
is indefinitely elastic; therefore any number of workers, up to full 
employment, can be hired if they do not ask for too high wages. 
Consequently he regarded general unemployment as the result of 
asking too much. He also included attempts at profit maintenance 
as part of the phenomenon of asking too much. If this point of 
view is representative of the theories of very many economists of 
this period, can there be any doubt that the Keynesian system is 
revolutionary? 

(in Professor Schumpeter we have an economist who is quite out¬ 
spoken in his belief that there can be no persistent unemployment 
in a perfect, frictionless capitalist system^ Aside from his theory 
of innovations which would explain relatrvely short-period move¬ 
ments, one would expect him to incorporate a theory of frictions 
and obstructions to explmn unemployment. He provided such an 
explanation very early in the depression.^ He claimed that the 
forces at work in the early period of depresaon were the agrarian 
crisis, protection, high taxes, high interest rates, high wages, and 
the lack of free price movements. 

The examples of Pigou, Caiman, and Schumpeter are not atypical. 
Many economists felt that the capitalist system was self-adjust ing 
in the absence of frictions and obstacles . They argued that the 
system had always recovered before from crises, and would again 
if only the imperfections could be removed from the system. As 
a matter of fact, Keynes thought along exactly these lines just after 
World War I, and his great change of view delineates the revolu¬ 
tion perfectly. 

But it is not necessary to consider exclusively the writings of 
economists who are known to follow closely the classical tradition 
in order to bring out, in a striking maimer, the sense in which the 

« Demand for a product is elastic if, ruughiy speaking, the demand is veiy sensitive 
to price changes. 

“ See “The Present World Depression: A Tentative Diagnosis,” Supplement to 
the Amerieau Economic Renao, VoL XXI, 1931, p. 179. 
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Keynesian ideas represent a true discovery. An examination of the 
observations made during the formative period by some of Keynes’ 
more recent followers shows this contention in a very clear light. 
Professor Hansen is an example of a Keynesian disciple who argued 
strongly, in the days of confusion, against the very things which 
he now so vigorously supports in the light of modern Keynesian 
economics. Hansen’s remarks at this time appear to be almost 
imbelievable in the light of his policy recommendations of a few 
years later. For those who were not too stubborn and set in their 
ways of thinking the revolution meant a complete turn-about in 
both economic thought and economic policy. For example, Hansen 
in 1933 was very skeptical of the acceptance of Keynes’ policy 
measures, especially those having to do with the stimulation of 
investment by governmental devices.^ He feared “absurd” results 
as a consequence of the support of measures which try to increase 
investment and decrease the rate of saving by the use of such de¬ 
vices as governmental deficits, tariff policies, buy-now campmgns, 
unemployment doles, and public-works programs. (^Hansen worried 
very much about adverse effects of the Keynesian policies upon 
business confidencejand one gets the impression that he was using 
the classical argument, then so popular among economists, that a 
dollar spent by the state meant a dollar not spent by private enter- 
prise.(He agreed mth Hayek that it was wrong to assume that the 
government could buy its way out of depression because of the 
burden which would be placed on the capital marked Hansen re¬ 
tained these conservative notions until the last minute; i.e. until 
the appearance of the General Theory. ^In 1936“ he was still in 
doubt about the usefulness of public-works programs in the stimu¬ 
lation of emplo 3 nnent. He sided with those who looked upon public 
works as a mere stopgap, and, curiously enough, he was not im¬ 
pressed with the multiplier approach. Hansen’s attitude shows how 
necessary it is to write down a complete, formal, elegant theory 
in order to convince professional economists of the validity of new 

” A. H. Hansen and Herbert Tout, "Annual Survey of Buaness Cycle Theory: 
Ibivestment and Saving in Business Cycle Theory,’* Economtirica^ Vol. 1,1933, p. 119. 

^ Alvin Hansen, Frauds M. Boddy, John K. l^gum, **Recent Trends in Business 
Cycle Literature/’ Reoim of Economic StatisticSf Vol. XVm, 1936, p. 53. 
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ideas. Apparently, all the Keynesian writings of the period 1930 
to 1936 were not accepted until Keynes gave them his theoretical 
justification^ 

Among economists who have been far from the Keynesian doc¬ 
trines there grew up a very popular business-cycle theory in the 
early thirties called the neo-Wicksellian theory. The basis for this 
theory rests on Wickseli’s interest theory of the natural rate and 
the market rate. Swedish econonusts have been true to the “favor¬ 
ite son” and worked closely along Wicksdlian lines, one of their 
best expositions bring Mvrdal’s Monetary Equilibrium. But the 
Swedish economists were not the only ones who dressed up and 
elaborated upon Wicksell’s theory; Mises and then Hayek developed 
a popular business-cycle theory, known also as the monetary over¬ 
investment theory, which started its analysis from the relation 
between the market rate and the natural rate. 

Although Keynes of the Treatise also made use of the Wicksdlian 
interest theory (or something close to it), his analysis wa^ quite 
dififerent from that of Myrdal, Mises and Hayek. (Myrdaljhas 
presented a very clear picture of the theory of the interest rate used 
by this school of writers. He(considered the natural rate of interest 
to be given by any one of three relations: (1) the natural rate is 
that rate at which savings, in the schedule sense, is equal to invest¬ 
ment, or what is the same, to free capital disposal, also in the 
schedule sense; (2) the natural rate of interest is that rate which is 
consistent with a stable price level; (3) the natural rate is the ratio 
between the expected net return on new investments and their costs 
of production. Myrdal does not make it quite dear, however, 
whether the natural rate, according to the third definition, should 
be the anticipated returns over cost on new investment or on total 
capital, but, at any rate^it shall be shown below how dosdyljthis 
concept is related to that of the marginal efficiency of capital in the 
Ke 3 mesian system of the General Theory^Ons question which comes 
up, with regard to these conditions, is that of their consistency. If 
expectations of future returns on investment are given and if the 
supply price level of investment goods is determined from other 
equations of a complete system, then is the natural rate obtained 
from these conditions the same as the natural rate obtained from 
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the equation of savings and investment? The answer to this ques¬ 
tion depends upon the savings-investment theorj'- used. The revo¬ 
lutionary development of Kojues was' to formulate a savings- 
investment theory which made the answer to this question no, for 
the general case. 

^ther Swedish economists such as Lindahl, Hammarskjdld, 
Johansson, and Ohlin were very active during the early years of the 
depression. As in the case of Myrdal, they worked along lines that 
represented an extension of the Wicksellian analysis. At best, they 
had an elaborate theory of the price level and the rate of interest, 
but they did not have an e-xplidt theory of effective demand or the 
determination of employment.^ There were, however, some clever 
ideas among these economists which should be pointed out. Like 
Keynes of the Treatise, they had a dear conception of the difference 
between decisions to save and decisions to invest. This is a necessary 
though not sufficient condition for the development of a theory of 
effective demand, (jt is especially an inadequate condition if it is 
thought that sufficiently low interest rates can always bring dedsions 
to save into equilibrium with dedsions to invest. The Swedish 
interest theory' does imply tliat interest-rate manipulation is an 
adequate measure to insure full employment) 

(a more signifreant development of the Swedish economists is 
their concentration on the role of expe ctations in economics^ They 
pointed out the importance of entrepreneurial e.\pectations in shap¬ 
ing the decisions to invest, but failed to integrate the theory' of 
expectations with the current stage of world economic development. 
Had they' been able to perform tliis integration, they' would have 
obtained a different relation between interest rates and investment, 
and W'ould have been forced to abandon their interest theory. 

The monetary o'r'er-investment theorist s (prindpally Hayek and 
Mises) argued from Wicksell’s interest theory to a complete ex¬ 
planation of the cyclical process. They' maintained that when 
the market rate of interest is pushed below the natural rate, a 

It is often contended today that the Swedish economists independently developed 
many of Kc>mc5’ ideas before 1936. It is important to remark tkat they never did 
develop a theory of the determination of the level of output,c K<0'nes major contri¬ 
bution. 
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cumulative expansion process begins. Investment will be under¬ 
taken at this profitable relationship between the market and natural 
rates because the cost of borrowing is less than the rate of return 
on capital, and the structure of production will be elongated in the 
sense that industries producing non-consumer goods will be ex¬ 
pended relative to industries producing consumer goods. The im¬ 
portant part of their theory was however a statement of reasons why 
the expansionary process cannot continue indefinitely and must 
eventually come to an end. The explanation of the down-turn into 
the depression is quite different from the theoi-y of the Keyneaan 
system. The reason why the expansion has to end, i.e. why there 
■ has to be a shrinkage in the structure of production, was stated by 
Hayek to be that an insufficient supply of credit will always be 
forthcoming to fill the ever abundant Investment outlets, or in their 
words, to complete the structure of production. Hayek claimed that 
the banking system will always fail to supply enough credit, and 
people will not be willing to forgo consumption in order to supply 
the necessary savings funds for tire partially completed structure of 
production. (According to this tiicory, if people will only save 
voluntarily, then the elongation of the production structure can re¬ 
main intact, and depression will not occur. Hayek considered it 
impossible to complete the elongation of the production structure 
via forced savings. He also argued that excessive government ex¬ 
penditure and taxation or changes in the money supply will aggra¬ 
vate the shortening of the structure of production. Finally, he did 
not approve of the combating of depression through inflation of the 
money supply. In short, he was an ardent supporter of do-nothing 
economic policy . The business cycle is an immutable law of nature 
which cannot be defied, and the system, if left alone, will always 
recover to full employment.) 

The over-investment writers were clearly dealing with short-run 
cyclical phenomena and did not attempt to deal with the theory of 
prolonged depression. This follows from the notion that monetary 
factors Can invariably be relied upon to bring about recovery from 
a depression. Clf only the market rate of interest can be pushed 
below the natural rate, the cumulative expansion process will begin.} 
Obviously they overlooked some of the major points about the 
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theory of the natural rate. If we accept the formulation of the 
natural rate as the ratio of the anticipated net returns on new in¬ 
vestment to the cost of the investment, then we should naturally 
attempt to develop a theory of what determines the size of this rate. 
^However, it never occurred to Hayek, Mises, or other writers of 
this school that the numerator of this ratio may get so low that no 
practicable fluctuations of the market rate of interest will stimulate 
investment.} They believed that the natural rate is always so hi^ 
that it will be possible to find market rates of interest low enough 
to stimulate investment. 

It is very important to consider this theory of Haye k’s in th e 
li ght of the Ke yn esian Revolution, for the central notions of the 
Hayek school are directly opposite to those which have made the 
Keynesian theory so important. Recall that their central thesis 
of the collapse of prosperity is that there is a lack of savings avail¬ 
able to finance ever present, unlimited investment opportunities. 
For Hayek, the boom never fails because of a lack of investment 
outlets, but its collapse is always due to a failure of abundant in¬ 
vestment outlets to be financed by scarce savings. He insisted on 
working with a theory of an assumed output; hence one must spend 
either on consumption or on investment, and funds spent on con¬ 
sumption represent funds not available for investment. In fact, 
Hayek has darmed, in his review of the Treatise,^ that the only 
point of view which could have led Keynes to a true explanation of 
the (ycle is the view of the alternative character of increased out¬ 
put of consumption goods or of investment goods. How can this 
mean anything but an assiunption of given employment? An im¬ 
portant contribution of Keymes has been his stress on the limitation 
of finding increased investment outlets on the part of capitalistic, 
private enterprise. One cannot fml to see the differences which 
make the Keynesian theory entirely unlike Hayek’s theory of 
abundant investment opportunities, given employonent, alternative 
production of either consumption goods or investment goods, and 
a lack of voluntary savings. Hayek’s description of the economic 
process just does not fit the facts. 

** “Reflections on the Pure Theoiy of Money of Mr. J. M. KeyneSj” Economical 
Vol. XI, 1931, p. 270, and Vol. Xn, 1932, p. 22. 
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Finally, we can find in Haberler’s famous book. Prosperity and 
Depression, a very good summary of the status of all the various 
busmess-cj'’cle theories that were being espoused before economists 
started talking about the Keynesian ideas of consumption or savings 
functions, the multiplier, the marginal efficiency of capital, and 
liquidity preference. It is in order at this point to examine each of 
the classes of theories presented there and to see how Ke 3 Ties de¬ 
parted from their doctrines. 

First, there is the purcl}' monetarj' theoiy^ of Hantrey which said 
that changes in '* the fiow of money,” are the only causes of business 
fluctuations. The sensiti^•it}• of the merchant class to interest 
changes is the strategic element in this theory, for Hawtrey believed 
that an easj'-money policy could stimulate any re%'ival by inducing 
the merchants to invest in liquid and working capital, e.g., inven¬ 
tories. With such a theory, economic stagnation is practically im¬ 
possible. It is hard to see how an economist who lived in England 
through the 1920's could support such a theot}'. 

In a sense, Hawtrey’s theory has some likeness to that of the 
Treatise in terms of the influence of the interest rate upon invest¬ 
ment. But whOc Ke 3 ’nes thought that low interest rates would 
stimulate investment, he did say that a cheap-money policy could 
only hope to have a great influence on fixed capital and not on work¬ 
ing or liquid capital. Ke 3 mes thought that fluctuations in working 
and liquid capital are extremely important in the cyclical process, 
but he did not think that their fluctuations are sensitive to changes 
in interest rates. However, more relevant than a comparison of 
Hawtrey’s theory with the theory of the Treatise is a comparison 
with the theory involved in the Ke 3 Tiesian Revolution. A major 
point of the new theory is that investment does not depend upon 
interest rates alone and that investment is not indefinitely expan¬ 
sible. It is impossible with any realistic formulation of the revolu¬ 
tionary Keynesian system to maintain that an easy-money policy 
will always stimulate revival. Hawtrey was supporting an ex¬ 
tremely optimistic point of view which included little of the essen¬ 
tial elements of the new Ke 3 Tiesian doctrines. 

The theories with one of the largest followings are those which 
Haberler calls the over-investment theories. He monetary over- 
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investment theories have been already considered, for this is just 
another name for the theory of Hayek. Other supporters of this 
theory were Machlup, Mises, Robbins, Ropke, Strigl. The differ¬ 
ences between this and the Kesmesian school are very great and 
have already been stated. But the non-monetary branch of over¬ 
investment theorists covers a slightly more interesting group of 
writers who are somewhat more closely related to Keynes, although 
they may not like to admit it. The truth of the matter is that 
Keynes has really drawn heavily upon some of their ideas. The 
authors in the non-monetary school include Spiethoff, Tougan- 
Baranovski, Cassel and possibly Schumpeter. 

The sense in which the non-monetarj' over-investment theorists 
are similar to Keynes of the General Theory is the same sense in 
which they were previously simUar to Keynes of the Treatise. In 
the latter work he admitted having favored their idea that the 
moving force behind the cyclical movements is the violent fluctua¬ 
tions in the level of investment. For Keynes, the mischief maker 
has for a long time been the ever changing rate of investment, a 
quasi-autonomous variable “ which depends very much on probabil¬ 
ity judgments and expectations as to the future level of other 
variables. But we have followed the two theories as far as they 
go together. The non-monetary over-investment theorists do not 
explain satisfactorily the incidence of a crisis after a period of ex¬ 
pansion. For them, a capital shortage brings about the catastrophe. 
They never consider the possibility that investment opportunities 
might be lacking. They fail to make use of their own theory of the 
uncertainty and expectational behavior behind the fluctuating level 
of investment. They would argue that prosperily could continue 
if people would only refrain from consuming too much — an ac¬ 
tivity which prevents investment goods from being available to 
complete the structure of production. On the other hand, Keynes 
has shown us that spending on consumption can be just as much 
a stimulus to the level of income and emplo 3 nnent as can spenihng 
on investment. Theories which argue that the depression is caused 
by too much consumption are qvute anti-Ke 3 mesian. 

^An autonomous variable is one that cannot be e^lained by purely economic 
forces. It depends on political, sodological, tedmolo^cal and other forces. The term 
** exogenous’* is also used synonymously in the literature* 
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Haberler characterizes the theories based on the acceleration 
principle, where investment is made to depend on the rate of change 
of consumption, as mere featiures of the more general over-invest¬ 
ment theories. Similarly the acceleration principle can be quite 
easily incorporated into the Keynesian system; so it need not be 
considered further at this stage. 

The other important group of theories considered by Haberler 
is the under-consumption school of business-cycle theories.®' It is 
very interesting, indeed, to read that Haberler considers the scien¬ 
tific standard of these theories on a lower level than that of the 
over-investment or monetary theories. It is difBcult to agree that 
this is an accurate statement, for many of these writers were nearer 
the truth than the so-called scientific theories. Fortunately ortho¬ 
doxy is not the only criterion of scientific standardization. The 
writers of this school, Malthus, Sismondi, Hobson, Foster, and 
Catchings, include important a-tidpators of the General Theory. 

There are two senses in which over-saving or under-consumption 
can be harmful. There may be over-saving relative to the level of 
investment opportunities; i.e., there may be more savings than 
can be offset by investment outlets. Secondly, there may be over¬ 
saving in the sense that too much saving gets invested and hence 
more goods are produced than can be consumed. For the Keynesian 
theory, it has been saving whidi does not get offset which repre¬ 
sents over-saving, but for many of the other under-consumptionists 
such as Hobson, Foster, and Catchings, it was often saving that 
does get offset, over and above a certain level, which constitutes 
over-saving. Thus the Keynesian theory is a distinct improvement 
over the under-consumption theories existing in the early depres¬ 
sion period. But in spite of the fact that the under-consumptionists 
had a faulty theoretical structure, their policy measures are quite 
in accord rvith the arguments of Keynesian economics. Polides to 
stimulate the.level of consumption, such as income redistribution, 
would in the Keynesian models help to raise the level of income. 
Many of the imder-consumptionists, like other econoim'sts, thought 
that there were sufiSdent investment outlets for any level of sadngs, 
and this was their prindpal error. 

" The under^onsumptiomsts as anticipatois of Kejiics will be discusscd.much 
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CHAPTER m. 


THE NEW AND THE OLD 

What has been Ke^Ties* r evolu tionar y contributio n? As shown in 
the preceding chapter, the revolution was solely the develop ment o f 
a theoiy of effective demand; i.c., a th eory of t he determinatio n of 
as a whole . 

There are two major economic problems — the problem of 
achieving full employment, and the problem of allocating resources 
in a full-employment economy. Keynes has shown how the level 
of employment gets determined, and thus has provided a theory 
with which to attack the first problem. He did not presume to 
advance a solution of the second problem, except in so far as the 
first must necessarily be cleared away before thinking about the 
second can start. 

The task of this chapter is to develop the Keynesian theory' from 
the most fundamental and elementary economic considerations, to 
compare the tlieory with the facts of the world, and finally to com¬ 
pare the new theory' with the classical model. 

THE KEYNESIAN SYSTEM AND RATIONAL BEHAVIOR 

( The central pro blem of Keynesian economics is concerned with the 
operation of the system as a wholcriw'hile most economic theories 
have been concerned with the behavior of individual households 
and business firms. A problem rvhich has never been adequately 
considered by Keynesians is the derivation of a theoiy in terms of 
communities of individuals and groups of commodities from a basic 
theory in terms of individuals and single commodities. In modem 
economic terminology this is the problem of passing from micro to 
macro economics, i.c., aggregation . 

The Keynesian theory has 'been severely attacked by some 
economists because it is couched in terms of aggregate concepts like 
totaj consumption, employment, income, etc. These aggregative 
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concepts, it is argued, get away from the more fundamental eco¬ 
nomic concepts of the individual and are' thus misleading. But the 
aggregative oi(macro approach is not only labeled as misleading; 
it is also labeled as incorrect. For example, economists ask how can 
there be a stable relationship between total community consumption 
and total community income unless the distribution of income within 
the community is taken into account?) 

It is a very technical mathematical solution to show how the 
difficulties of aggregation may be overcome. Only the general 
method and final results are to be stated here.‘ 

The theories of individual behavior provide a complete set of 
inter-relationships within the economy; e.g., they give us the de- 
mand-and-supply relationships of every commodity in the system. 
This is the famous Walrasian system of general equilibrium. A 
mathematical representation of this systepi would probably involve 
several million equations in sei^ral million unknowns, an incom¬ 
prehensible maze. To make any useful economic judgments, one 
must simplify this system into a manageable number of relationships 
among aggregates of the fundamental prices and quantities. 

If one defines a precise relation between each aggregative variable 
in which he is interested and all the individual components of that 
aggregate,* then a particular set of relationships between the 
aggregative variables may exist. It has been shown * that Certain 
aggregation procedures lead to very simple formal analogies between 
the propositions of micro and macro economics.^ An example of this 
is the following; Under rational conditions of profit-maximization in 
a perfectly competitive economic system, the individual firms’ de¬ 
mand for a particular type of labor will be such that the wage of that 
type of labor will be just equal to the value of the marginal product 
of that type of labor. A worker of the type under consideration 
will be added to the labor force as long as he contributes more to 
revenue than to cost. The analogous proposition in macro eco¬ 
nomics states that there will be a demand for more labor in the 

• For a more rigorous solution see F. W. Drescb, “Index Numbers and the General 
Economic Equilibrium,” Bulltlin 0 / llii American ilathemaUcal Society, Vol. XLIV, 
1938, p. 134, and L. R. Klein, “Maeroedonbmics and the Theory of RationBe- 
havior," Econometrica, Vol. XIV, 1946, p. 93; . 

’ In other words, if an index number is defined. 
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system, as a whole, as long as the average wage rate is less than the 
value of the national product added by new laborers. In this book 
(the volume of employment, the wage rate, the price level, and the 
volume of output are aggregates that are so measured in terms of 
the individual quantities that such analogues of the micro-economic 
relationships exist.} It comes to the same thing as though the eco¬ 
nomic system were treated as made up of two goods (consumer and 
producer goods), two industries (consumer and producer-goods in¬ 
dustries), and two productive factors (labor and capital). As men¬ 
tioned above, however, tthis procedure is not imjustified.} 

The total production of goods and services in the national 
economy in a given period of time is commonly called national 
income . This income(is made rq) of two parts, the production of 
consumer goods and the production of producer goods. Our first 
tadr is to determine what are the variables that influence the total 
demand for each of these two types of goods.) 

From the accepted the ories of c o nsumer behavio r it is learned that 
if a household maximizes its satidaction (or preferences) subject to 
the constraint that its budget does not exceed its income, then the 
demand for each type of good consumed by a particular household 
will ‘depend upon the household income and the prices of all goods 
in the household budget. By appropriate aggregation methods, one 
can develop the analogue of these demand schedules which says that 
the demand of each household for real consumer goods depends on 
the general price level of consumer goods, the interest rate (which 
relates the price of futme consumer goods to the prices of current 
consumer goods), and the household’s money income. Matters can 
further be simplified by assuming that households would not alter 
their expenditures on consumer goods if all prices and incomes were 
to change by the same proportion. Then the relevant "variable 
- affecting consumption is real income, i.e., income corrected for 
price changes, rather than money income and the price level sep¬ 
arately. This simplification of the use of real income instead of 
money income and prices separately is not essential but is very' con¬ 
venient and -will be incorporated into this cifiscussion. The interest 
rate remains as before as one of the variables affecting consumption, 
because it is a “pure” number and is not related to the tmits of 
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measurement. We have not yet derived the basic Keynesian rela¬ 
tion that we set out to establish because we have one such con¬ 
sumption relation for each household. However, appeal to empirical 
family budget studies can be made in order to establish more specific 
characteristics of the consumption-income relationship. In the 
budget studies that have been made for the United States, the aver¬ 
age consumer expenditures in each income class vary with the 
average income of each class along a positively sloped straight line 
ow the income range which includes practically all the income.® 
This means that the change in consumption corresponding to a 
movement from one income class to another is constant for all 
income classes. Hence a redistribution of income will leave total 
consumption approximately unaffected. If $1 is taken away from 
someone in the $3,500 income class and given to someone in the 
$1,000 class, the drop in consumption of the former just equals the 
increase in consumption of the latter. Thus consumption is ap¬ 
proximately invariant with respect to changes in the income dis¬ 
tribution, and we can say: 

/ Community consumption depends upon the rale of 

1 interest and the level of real community income 

to a first apprommation. 

This fundamental Keynesian relationship has important char¬ 
acteristics. It is probably true that a change in the interest rate 
will have a negligible influence on the level of consumption. It 
cannot even be said in advance whether an increase in the interest 
rate will increase or decrease consumption. On the one hand, some 
people will become more thrifty and spend less on consumer goods, 
because they will get a higher premium for their unspent incomes. 
On the other hand, those people who are abstaining from present 
consumption in order to obtain a fixed annuity in the future will 
find that they have to abstain less in order to accumulate enough 
funds to realize their aimuity. Consequently, they will ^end more 
on consumer goods. It is impossible to say which influence will be 
greater. This is a problem which can only be solved empirically. 
We can test the available data on consumption, income and the 

* For incomes as high as $5^000 per year. 
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interest rate to see whether or not there is any influence of the ktter 
variable. As far as statistical results are concerned, no econome- 
tiidan has ever foimd a significant correlation between consumption 
and interest rates when the correlation between consumption and 
income is taken into account. It must be concluded that the con - 
sumgtion„function..is_interest-jnelastic; i.e., consumption is not 
sensitive to changes in the rate of interest. 

Cxhe relation between consumption and income is obviously such 
that an increase in income leads to an increase in consumption. A 
further characterization of the consumption-income relationship 
which is not as obvious, though, is the proposition that a small 
increment in income will be accompanied by a smaller increment in 
fOTisiiTTiptinn.’) In technical Keynesian terms this states that the 
marginal propens it y to co n sume is less than unity . This idea is an 
important feature of the Keynesian system, because it is one of th e 
stab ilizin g forces of the economy. If consumers customarily in¬ 
creased their spending by more than an increase in income, the 
dynamical course of the system throughout time would probably be 
e^losive. Increasingly greater fluctuations would be experienced 
through history. The fact that the marginal propensity to consume 
is less than unity coimteracts the disturbing forces which make for 
ever greater fluctuations, although it is not necessarily successful. 

The data from family budget studies and from time series on con¬ 
sumption and income confirm the existence of the above-mentioned 
stability condition. The marginal propensity to consume calculated 
from both t)Tpes of information is significantly less than unify (be¬ 
tween 0.6 and 0.8 in most cases). 

Cit has often been argued by economists that consumption ex¬ 
penditures should depend upon accumulated c ash balances as well 
as upon income.^ It has been seen, above, that income entered the 
consumption function via its position as a budget constraint in the 
theory of consumer behavior. It is, of course, arbitrary to state that 
households plan their budgets so that consumption expenditures do 
not exceed their current incomes. They may very well spend more 
than their -current incomes by drawing upon their accumulated 
liquid savings. A more general theory would say that a household’s 
total e:q)enditures are limited by its income and its liquid assets or 
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by some increasing function of both. The question as to whether 
liquid assets as well as current income should be a strategic variable 
affecting the level of consumer expenditures is another issue that 
can be settled only by looldng at the facts. CTaking personal cash 
balances to be representative of liquid assets in the interwar period, 
we find that there is no significant correlation between consume r 
^enditures and cash balanc es if the consumption-income correla¬ 
tion is taken into account. It may be true in the postwar world that 
a large amount of liquid assets in the hands of individuals, coupled 
ivith a dearth of durable consumer goods, will have a great influence 
on the propengty to consume. But this is not to be expected as a 
normal peacetime relationship!) 

Whatever is said about consumption and its explanatory variables 
can be immediately translated into statements about savings, since 
there is, in the Keynesian system, a simple definitional relation 
between consumption and savings. “Savings” is defined as income 
not consumed. Whatever income is paid out to factors of produc¬ 
tion, plus undistributed profits that do not get spent on consumer 
goods, is exactly defined as savings. Cjf consumption depends upon 
interest and income, then savings depend upon interest and income. 
If the marginal propensity to consume is positive and less than unity, 
then the marginal propensity to save is also positive and less than 
unity. The marginal propensity to consume plus the marpnal 
propensity to save is, by definition, equal to unity.) 

The variation of savings in response to changes in the rate of 
interest vdll be opposite in direction to the variation of consumption, 
but equal in absolute value Income less consumption is identically 
equal to savings for all levels of income, virtual and observed. In¬ 
come minus the consumption schedule is identically the savings 
schedule. This is not to be confused with the statement that in¬ 
come minus observed consumption equals observed investment. 
This latter equality is not an identity which holds for virtual levels 
of income that are not observed; but more about this later. 

He other type of good which is produced in our system is the 
producer good which is demanded by business firms rather than 
households. 

The amplest type of economic t heory describing the demand for 
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producer goods is that which says that the economist can say nothing 
quantitative about it.^This theory maintains that the demand for 
producer goods depends upon subjective anticipations, regarding 
future markets, technolopcal developments, population growth, 
and various other rmcertain forces about which the economist has 
no adequate theory. These factors can be all lumped together as 
Professor Schumpeter’s innovation^) In fact we know that Keynes 
of the Treatise accepted unreservedly Schumpeter’s theory of in¬ 
novations as the moving force behind the cyclical process. 

This view is undoubtedly extreme. While it is probably true that 
much investment acti'wty is autonomous and depends on factors 
that are unrelated to the economic quantities that are to be studied 
here, it is still true that business firms in a capitalist economy are 
tr3dng to make as much profit as possible and will adapt their de¬ 
mand for capital goods to the behavior of prices, sales, capital 
accumulation, etc. 

(.The basic Keynesian theory of the demand for capital goods falls 
under the heading of marg inal efiSci ency of capital. This theory is 
based on the most dass icdly accepted doctrin e of profit maximiza ¬ 
tion^ Again, it seems best to develop a treatment from the behavior 
of an individual imit following an optimal principle, and then to 
derive the aggregative relationship for the economy as a whole. 

According to Keynes, the individual firm will purchase capital 
goods as long as the expected future earnings from this good, prop¬ 
erly discounted, exceed the price of additional capital goods. The 
marginal efficiency of capital is defined as that discount rate which 
will just equate the discounted stream of anticipated earnings to 
the price of new capital goods. By following Ke)Ties’ procedure of 
profit maximization, it will be possible to develop a definite rela¬ 
tionship between the demand for capital goods and certain strategic 
economic variables. 

The individual firm tries to maximize its expected profits subject 
to the constraint that it operates within the framework of certain 
technological conditions. The profits depend upon prices, sales, the 
use of factors of production and the costs of these factors. Further¬ 
more the technological constraint establidies a definite relation 
between the input of the factors of production and the output of the 
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final product. The maximization of profit subject to the constrdnt 
leads immediately to Keynes’ proposition that more capital goods 
will be demanded as long as their price is less than the discounted 
value of their expected future earnings. 

The corresponding relation which holds for the economy as a 
whole, provided we have measured the aggregates properly, states 
that(iAe community of entrepreneurs will demand more capital 
goods as long as their average price is less than the discounted value 
of their anticipated earning stream.) There is a very elegant math¬ 
ematical result, given below in the appendix, which shows tha^ the 
technological (input-output) relation for the economy as a whole 
follows certain very well established empirical forms then the 
equilibrium (profit-maximizing) demand for capital goods depends 
upon the ratio of the discounted future national income to the 
average price of capital goods and upon the accumulated stock of 
capital. If we make the further assumptions that the expected 
national income depends upon the most recently observed levels of 
national income (how else can expectations be formed?) and that 
there is only one price level in the system, then we have the follow¬ 
ing fundamental Keynesian relationship: 

The demand for capital goods depends upon the real value 
of notional income, the interest rale and the stock of accu¬ 
mulated capital.'^) 

The assumption that there is only one price level in the system is 
not important to the work -that follows, but it is made here for 
simplification. Models can eaaly be constructed where this assump¬ 
tion is not made.* 

The careful reader will note that in the case of the demand for 
capital goods we went immediately from the profit-maximizing 
condition for the individual firm to the profit-maximizing condition 
for the economy as a whole without any appeal to statistical facts. 
This was. possible because the theory of the behavior of business 
firms deals only with objectively measurable quantities such as 
profit, output, employment, capital, etc., whereas the theory of 

* See G. C. Evans, '‘Maximum Production Studied in a Simplified Economic Sys¬ 
tem,” Ecottometrica, Vol. II, Jan. 1934, p. 37. 
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the household is based on subjective quantities such as satisfactions 
or preferences which are not measurable or comparable for different 
individuals. It is relatively easy to combine the individual profits, 
outputs and inputs of the separate business firms into aggregates, 
but it is not possible to combine the non-measurable individual 
satisfactions; hence it was necessary first to develop the individual 
demand relations for consumer goods and then to aggregate them 
over the entire-economy. In the present case it is possible to start 
immediately, with the aggregate production and aggregate profits, 
to derive the aggregate demand for capital goods.® 

Consider the relatiye mportance of the. several variables jn- 
fluencing investment as they operate in the real world of economic 
' activity. Just as it was concluded above that consumer expenditures 
are insensitive to changes in the rate of interest, it should also he 
concluded that producer expenditures for capital equipment are 
insensitive to (Ganges in the rate of interest.^The rate of interest 
enters the demand relation for producer goods or investment through 
its influence on the discount rate applied to expected future earnings^ 
In a perfectly behaved world where individuals possess much fore¬ 
sight, the discount rate would be precisely equal to the interest rate. 
However, in the interesting case of the real world, great risks and 
imcertainties accompany investment opportunities in a capitalist 
universe. The appropriate discoimt rate must account for these 
risks and uncertainties and hence must be greater than the interest 
rate. The appropriate discount rate is made up of an interest com¬ 
ponent and a subjective-risk component. The latter element belongs 
as much to the study of psychology as to economics. The non¬ 
interest components of the discount variable may far outweigh the 
interest component, making any fluctuations in the interest rate 
of little importance. 

^Because of the great risks involved in the present-day world of 
affairs, business men have been led to act very “bearishly” in their 
investment decisions. They require that a capital asset must pay 
for itself in one to five years, although they know that the useful 
life of the asset is likely to be much longer than five years^This fact 

‘ See F. W. Diescli he. cit. and L. R. Klein he. cit. 
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has been established by actual questions put to budness men.‘ If 
investment decisions are guided by discounting future returns over 
a very short horizon of less than five years, then interest calculations 
are not given a chance to be important. A discount factor computed 
at present interest rates cannot possibly grow to significant propor¬ 
tions unless the horizon of business men is conaderably longer than 
five years. The engineering and other costs of investment will 
heavily outweigh any costs which arise from discounting an income 
stream at current interest rates over a five-year horizon. It may 
be true that in certain sectors of the economy where the horizon is 
long, interest charges are more important. Tublic utilities and 
transportation are examples of industries with horizons longer than 
the average. But in the system as a whole it does not seem that 
investment should be sensitive to changes in the rate of interest. 

Another reason, in addition to that of the short horizon, which 
causes entrepreneurs to disregard interest fluctuations when making 
investment decisions is linked to the new phenomenon of internal 
financing. Business men appear to have psychological preferences 
for finandng their investment operations from surplus funds which 
have been accumulated through undistributed profits, depreciation, 
and other reserves. Theoretically, the rational entrepreneur should 
charge himself imputed interest costs when he uses his internal funds 
for investment, but he does not behave that way, as a matter of fact. 
The use of internal funds for financing will lead investors to ignore 
fluctuations in the market rate of Interest. 

It is not true that every small firm which buys capital equipment 
is able to do so from internally accumulated funds, but large corpo¬ 
rations which carry out a significant part of our investment decisions 
have huge sums of working capital upon which they can draw for 
exjjenditures on new plant and equipment. 

These remarks about the interest inelasticity of investment have 
been well substantiated by different types of empirical investiga¬ 
tions. Two studies made on the basis of questioimaires submitted to 
a large sample of business men show conclusively that the interest 

•See L. P. Alford, “Technical Changes in Manufacturing Industries,” Rtuni 
Ecommk Changa, New York, 1929, p. 139. Ruth P. Mack, The Flow of Business 
Funds and Consumer Purchasing Poiaer, New York, 1941, pp. 235-56. 
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rate is largely neglected when investment decisions are made.^ Also 
econometric studies have been made to determine the quantitative 
significance of the different factors affecting investment. Tinbergen 
foimd in his invest i gations that the interest rate is an insignific ant 
variable in the investment equation of his statistical model. The 
present author has ^so carried out statistical calculations of the 
investment equation for the economy as a whole and for various 
subsections such as agriculture, manufacturing and mimng, public 
utilities and transportation, housing, etc. In few cases has the 
interest rate, in several trial formulations, proved to be a statistically 
significant variable. 

Ke ynes has been c o nsistently in favor of low interest rates i n 
order to s ti mulate in ves tment a ctivity to a hi gh leve l. By the time 
he came to write the General Theory, however, Keynes began to 
have less confidence in monetary polides designed to influence the 
interest rate. This was evidently just a temporary lapse in his 
theoretical development, for a few years later he changed his mind 
again and returned to his former optimistic faiths. Compare for 
example, the two following statements by him: 

For my own part, I am now somewhat sceptical of the success of a purely 
monetary policy directed towards influencing the rate of interest. I expect 
to see the State, which is in a position to calculate the marginal efficiency of 
capital-goods on long views and on the basis of the general social advantage, 
taking an ever greater responsibility for directly organizing investment; since 
it seems likely that the fluctuations in the market estimation of the marginal 
efficiency of different types of capital, calculated on the principles I have de¬ 
scribed above, will be too great to be offset by any practicable changes in the 
rate of interest.' 

I am far from fully convinced by the recent thesis that interest rates play 
a small part in determining the volume of investment. It may be that other 
influences, such as an increase in demand, often dominate it in starting a move¬ 
ment. But I am quite unconvinced that low interest rates cannot play an 
enormous part in sustaining investment at a given figure, and when there is 

’J. Franklin Ebersole, “The Influence of Interest Rates upon Entrepreneurial 
Decisions in Business — a Case Study,” Barnard Businas Review, Vol. XVH, 1938, 
p. 35; H. D. Henderson, “The Significance of the Rate of Interest,” Osford Eeonomie 
Papers, No. 1, 1938, p. 1; J. E. Meade and P. W. S. Andrews, “Summary of Replies 
to Questions on Effects of Interest Rates,” Osford Economic Papers, No. 1, 1938, p. 14. 

' The General Theory of Employment Interest, and Money, p. 164. 
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a movement from a Iiigher to a lower rate in allowing a greater scale of invest¬ 
ment to proceed over a very much longer period than would otherwise be 
possible.’ 

The relation between the level of investment and the level of real 
income is, according to theory and observation, such that investme nt 
is positively related to income , with the maiginal propensity to 
invest less than unity. In fact, in most dynamical models of the 
Keynesian system, we find a much stronger condition. (Jh order 
that the system be dynamically stable the marginal propensity to 
consume plus the marginal propensity to invest must be less than 
unity.’” Extensive calculations of econometric models by the author 
lead to the conclusion that the relationships of investment and 
consumption to income satisfy the stability conditions.]) 

^The investment function (demand for capital goods), it will be 
remembered, is derived from the principle that entrepreneurs require 
the services of factors of production in just those quantities that will 
maximize anticipated profits over some planning horizon^ When 
the factor of production under consideration is durable capital 
equipment which will last for a few years in any case, the entre¬ 
preneur must try to relate his demand for such equipment to the 
sales that he expects to make in the next several months. The best 
objective information concerning these future sales is obviously 
derived from the level of sales, and possibly their rate of change or 
acceleration at the time of planning. CStatistical approximations of 
these measures of anticipated sales are found by introducing lagged 
sales (national income) as well as current sales among the important 
factors influencing investment^ 

For many problems we are interested only in the static systems 
where all lags are zero, but for the general case and especially for the 
statistical verification of the Kejmesian theory, it is important to 
introduce the appropriate lags. The true relationship between 
investment and income can CeToimd in the actual data, only if we 

.•See the article by Mordecai Ezekiel, "Statistical Investigations of Saving, 
Consumption, and Investment,” American Economic Review, Vol. XXXII, 1942, 
note 10, p. 283. The quotation in the text is from a letter of Keynes which w’as quoted 
by Ezekiel. 

*®2iccal4 above, the condition that the marginal propensity to consume plus the 
marginal propensity to save equals unity, by definition. 
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properly account for the lags that must he present in the investment 
function. 

One of the most important, and unfortunately neglected, factors 
influencing investment decisions is capit al accumulation . This 
factor has* long been stressed by Marxist writers but never ade¬ 
quately incorporated into the models of bourgeois economics, 
although it is shown in the appendix that the role of the stock of 
capital in the investment schedule follows logically from a dasrical 
theory of the firm based on profit maximization, (^e influence of 
capital accumiflation on investment must surely be one of the main 
pillars of the mature economy school^but the supporters and critics 
of this theory have failed to take sufficient notice of this variable, 
^eynes’ own treatment of the capital stock was exceedingly 
superficial.^ He neglected this variable on the ground that he was 
dealing with a short-run theory for which the capital stock caimot 
vary appreciably. He considered capital as given at any point of 
time by the historical pattern of the system in the past. Thus the 
stock of capital became a predetermined variable. On the other 
hand, later Keynesians concerned themselves with the long-run 
equilibrium, where investment and savings go to zero and the 
capital stock is introduced as an explicit variable. Such a system 
is actually given in the appendix. But is there not an intermediate 
stage which is not a picture of either the long-run or short-run 
equilibrium, one that has none of the artificialities of these extreme 
cases? 

One of the best arguments for the existence of a mature economy 
would seem to run in terms of capital accumulation. (As a system 
accumulates more and more productive plant and equipment, the 
rate of return on new and existing capital becomes depressed.^ 
With this lower rate of return on capital in a society of abundance, 
investment opportunities fade away.) Unless higher levels (sched¬ 
ules) of consumption are there to fill the gap, a state of economic 
stagnation wiU set in. For example, lie housing boom of the 1920’s 
in the United States led to such an accumulation of residential 
capital that rents began to fall, and new housing investment re- 

The theory of the declining mar^nal efficiency of capital in the K^neaan lan> 
guage or the theory of the falling rate of profit in the Marxian ^tem. 
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mained low for a long period of time. The same phenomenon 
occurred in other industries. Unless innovations or some other type 
of external shocks (e.g., War) are imposed upon the system, the level 
of investment activity is likely to remain low. 

^Statistical investigations reveal a very strong negative correlation 
between investment activity and the stock of capital.^ This correla¬ 
tion can be readily observed in the economy as a whole and all the 
major industrial sub-groups. 

^From the savings-and-investment relationship in the Keynesian 
system we learn how households and business firms make their 
derisions about the disposition of their current income. But after 
people have derided whether to spend or save their income, they 
must make a further derision. They must deride in what form to 
hold their accumulated savings.^ They have, in general, the choice 
of holding goods, securities, or money. An implicit analysis of the 
derisions to hold goods has already been given. In the case of 
business firms, included in capital were both fixed and working 
capital, so that the demand for investment or producer goods 
includes the demand for inventories. By cumulating each period’s 
demand for capital and taking account of depreciation there is ob¬ 
tained immediately the demand for total capital assets, including 
the demand for stocks of saleable goods in the form of inventories. 
Similarly one may cumulate the households’ demand for durable 
consumer goods in each period and thus find the demand for the 
stock of consumer goods. Hence it remains to show how the demand 
for other assets, namely money and securities, gets determined. 

Individuals and business firms must possess preference scales or 
utility functions which tell the relationships between satisfactions 
and the holding of securities of various t 3 ^es and money. Following 
the general practices of the theory of consumer behavior, it is 
necessary to maximize this fimction, which depends upon the 
structure of Asset holdings subject to the constraint that the total 
amount of assets and money held by an individual should not exceed 
an initial endowment plus the accumulated savings over the indi¬ 
vidual’s past historyThis maximization process leads immediately 

In the appendix a more general theory is presented in which the household utility 
function depends on the consumption of goods and the asset holdings simultaneously. 
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to the demand equations for money and all types of securities. 

C These demand relations state that the demand for money depends 
upon all the relative security prices, the price of money (equal to 
unity by definition) and the constrmning factor of accumulated 
savings^ If the aggregation procedures are carried out properly, the 
community relationships wiU state that the community’s demand 
for money depends upon the general price of securities and the 
accumulated wealth of the community. Also, the community’s 
demand for the stock of securities depends upon the price of securi¬ 
ties and accumulated wealth. However, there is no need for both 
demand relations. If the demand for money is determined as op¬ 
posed to earning assets in the form of securities, then that demand 
relation alone is enough, because the sum of holdings of money and 
securities caimot exceed the accumulated sarings which has already 
been accounted for elsewhere in the system. If we know the his¬ 
torical pattern of savings and the current demand for money, then 
the demand for securities follows directly as a residual. Alterna¬ 
tively, the demand for securities may be introduced as the strategic 
relationship. Then it will be unnecessarj' to introduce the demand 
for money. 

Follonung the practice of Kej-nes, we use the demand for money 
instead of the demand for securities as the remaining link in the 
structure of the aggregative ^’stem. 

The liquidity-preference equation does not yet look like that of 
Keynes, although the differences wiU be seen to be superficial. The 
interest rate can be written in place of the price of securities, as a 
variable affecting the demand for money. The price of securities is 
inversely related to the interest rate, and we may work with one or 
the other variable at pleasure. The other ^'Briable affecting the 
demand for money is the accumulated wealth which limits the sum 
of money and securities that may be held by the entire economy. 
The wealth variable, however, is the total income-producing wealth 
of the system. This wealth can also be expressed as the ratio of the 
national income to the interest rate, as is the customarj- practice in 
capitalizing an income flow from an asset. Now the demand for 
money depends upon the interest rate and the level of income. We 
have reached our goal, the Keynesian liquidity-preference function. 
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According to the Keynesian motives for the holding of money 
there are other motives besides the liquidity or speculative motive 
which lead people to choose between money and securities. There is 
also the precautionary motive, which is best taken care of by im¬ 
posing the side condition that cash balances shall not fall below a 
minimum level which is essential for meeting certain extreme con¬ 
tingencies. Finally there is the transaction motive, which states 
that, for matters of convenience in carrying out everyday affmrs, 
people hold a certain fraction of their income in the form of cash. 
It is evident that no new variables affecting the demand for money 
are introduced by the transactions or precautionary motives. 


tsTht demand for money depends upon the interest rate and 
the tenet of national income.'^ 


This fundamental Keynesian proposition may be derived in terms 
of real cash balances, in which case the appropriate erqrlanatory 
variable is the level of real income; or it may be derived in terms of 
money balances, in which case the money value of national income 
is used. The interest rate remains the same in either case, since it is 
a pure number. 

The relationsh i p between the demand for money and the interes t 
rate should be negative in the sense that a falling rate should cause 
an increased demand for money. If the interest rate is high, then it 
is profitable to hold securities and enjoy a large interest income, 
instead of holding cash. In the reverse case, with a low interest rate, 
it becomes more desirable to hold money as compared with secur¬ 
ities. But, in addition to stating that the demand for money is 
inversely related to the rate of interest, Keynes implied that this 
demand was elastic. He argued that there exists a bottom to the 
interest rate wljich is just high enough to cover the minimum costs 
and risks of making loans. According to his theory, at a sufficiently 
low interest rate, the liquidity-preference function should become 
infinitely interest-elastic. 

The data show a high negative correlation between time deposits 
(idle balances) and the average yield on corporate bonds in the 
United States of America for the interwar period. It can be argued 
that certain institutional forces have caused the stock of cash 
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balances to increase historically with a steady trend and have 
simultaneously caused the interest rate to fall with a steady down- ■ 
ward trend. Their negative correlation can, thus, be attributed 
to a common cause rather than the Keynesian theory of liquidity 
preference. However, it is possible to extract the influence of trend. 
The data still support a strong negative correlation after the trend 
influence has been eliminated. The Keynesian theory has a solid 
empirical basis.“ 

There is, however, not sufiicient evidence of the infinite elastidty 
hypothesized by Keynes. It may exist, but there are not enough 
observations in the neighborhood of low interest rates to sub¬ 
stantiate his claims. 

As is to be expected, there is also a close relation between the 
demand for money and the fcvel of income, after the influence of 
the interest rate is already extracted. In the case of the transac¬ 
tion motive alone, a direct correlation can be made between the 
stock of demand deposits, plus circulating cash, and the level of 
income. There is an extremely tight positive correlation here, and 
there can be no doubt of the existence of this relationship. 

The remaining component of the Keynesian system in its cus¬ 
tomary formulation is the supply of cash balances. The standard 
assumption is that the supply of cash balances, in money terms, 
is autonomously determined by the banking system. All the laws, 
written and unwritten, witli regard to reserve ratios, gold policy, 
lending policy, etc. which are determined by central bank action 
cannot be formulated in terms of definite patterns of economic 
behavior. The supply of money is subject to the decisions of the 
central bank, which may or may not follow a behavior pattern. 
Instead of assuming this supply to be autonomous, one could alter¬ 
natively make it dependent upon the discount rate, but since so 
many non-economic factors are involved, it seems best to leave this 
variable unexplained. 

The discussions of Keynesian economics are usually carried on 
in terms of the consumption or savings schedule, the investment 

•• Similar results have been found for England. See A. J. Brown, "Interest, Prices 
and the Demand Schedule for Idle Money,” O:^ord Economic Papers, Number 2, 1939, 



THE NEW AND THE OLD 


73 

schedule, and the liquidity-preference schedule. For many problems 
this is sufficient. A system in terms of these schedules is complete 
if stated in terms of money £ows. In the short-run theory where 
the stock of capital is assumed to be given from past history and 
not an e^lidt variable of the system, these relations appear: 

CHoitey savings as a Junction of the interest rate and 
income equals money investment as a function of the 
interest rate and income. 

The autonomous supply of money equals the demand 
for money as a function of the interest rate and in¬ 
come^ 

^It appears immediately that there are two equations and two 
variables, interest and income.*^ After solving this system for 
these variables it is possible to substitute into the savings function 
and calculate the value of savings. Knowing savings (= invest¬ 
ment) and income, we can inamediately determine the level of 
consumption.) 

If the model system is written in terms of real quantities, or the 
wage units employed by Keynes, then this simple system is not 
sufficient by itself to determine all variables. This is true because 
the autonomous supply of money must apply only to the level 
of money cash balances and not to the supply of real carii balances. 
The banking system can determine the number of dollars to be 
supplied, but cannot necessarily determine the number of dollars 
in relation to the price level or the wage rate. We need additional 
information in the form of more relationships in order to determine 
the absolute level of wages or prices. 

However, the situation can easily be remedied by introducing 
some more equations between our variables, which we have not 
yet introduced explicitly. 

In order to derive the investment function from the theory of 
profit maximization, we had to introduce the production function 
which expressed the technological relationship between the total 
output and the input of the factors of production, labor and capital. 

“We have assumed that the price level does not enter eiplidtly into the savings 
function when this function is expressed in terms of money flows. 
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The process of profit maximization with respect to variations of 
capital subject to the above technological relation enabled us to 
derive the investment function. Profits should also be maximized 
with respect to labor input which leads to the proposition that the 
average real wage rate equals the marginal product of labor; i.e., 
the contribution to output of the last man-hour. Thus we have a 
relationship between the amount of labor and the real wage rate. 

(The demand for labor depends upon the level of real 
wages^ 


For an empirically established form of the production function, 
one may actually calculate the marginal productivit yIt is pro - 

portional to the ratio‘be- 
tween total output and 
total labor input. Statis¬ 
tical tests from the data 
on output, employment, 
wages, and price, show 
verj’ clearly the indicated 
positive correlation be¬ 
tween the average real 
wage rate and marginal 
productivity, or in the 
case of the particular 
production function, 
man-hour output. 

There is still lacking one relationship, the supp l y of labor . The 
supply of labor should be a schedule showing how much of labor’s 
services will be offered at each level of wages. Now comes an 
impasse. Do we take real or money wages in tlie supply curve of 
labor? The classical system would relate the supply of labor to 
real wages, but Keynes objected to this relation and substituted 
a supply curve in terms of money wages. This is not the only 
modification w'hich he has made in the supply schedule, for he has 
also fixed its shape. He has said that the supply of labor is per¬ 
fectly elastic at the going wage up to a full emplojTnent level. 

Sec the appendix i)eIow. 
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Here Wo is the going wage rate and Na is M employment. This 
particular supply curve of labor is very important and leads to 
certain desired results within the Keynesian system which econo¬ 
mists thinking along other lines were unable to reach. Realistically, 
the Keynesian supply curve may be more correct and describe 
the way workers actually behave. But on a different level of ab¬ 
straction there is another question to be conadered. In a perfect 
Walrasian equilibrium where the classical supply curve is used, 
can one get the result of under-employment equilibrium with the 
Keynesian system? An attempt to answer this question diall be 
made, and also to show why a classical model must automatically 
have a full emplo)mient equilibrium under such conditions. 

. It is now possible to add three relationships to the “real ” Keynes¬ 
ian system and show at least that there are as many equations as 
variables: 

(Output depends upon the input of labor and capital. 

The real wage rate equals the marginal productivity of 
labor.^^ 

The supply of labor depends ttpon the money wage 
rate.) 

We now have five equations and five variables which are not 
assumed to be autonomous: real income, the interest rate, employ- 
mentj the wage rate, and the price level . The system is complete. 
The reader should be forewarned that the mere counting of equa¬ 
tions and variables is only necessary and not sufficient to complete 
our economic anal}^is. The suf5ciency conditions shall be ex¬ 
amined later. 

A SniFLE MODEL 

The set of five relations developed in the preceding section is 
the complete version of the Keynesian system. There are several 
mutually interdependent propositions in this system which carmot 
be easily understood in purely non-mathematical terms. It is 

** In the case of imperfect competition this must be modified for a term involving 
the elasticity of demand; however, no new variables are introduced, so that determi¬ 
nateness is not affected. 
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possible, however, to amplify this system even further in order 
to make the major contribution evident. 

We know that Keynes’ procedmre was to do away ynth the 
savings-investm e nt theory of interest and replace it with a savings - 
investment theory of o utput. When this had been done the revo¬ 
lution was a fait accompli. A simple model, based on the savings- 
investment relation alone, shows this dearly: 

Suppose that savings are completdy interest-inelastic; i.e., that 
the fluctuations of the rate of interest have no influence on the 
rate of savings. Empirically and theoretically this is a sound as¬ 
sumption. Savings will be taken to depend upon income alone. 
As income increases, savings will increase, but the increment of 
the latter will always be less than that of the former — the marginal 
propensity to save is positive but less than rmity. Suppose further 
that investment is completdy autonomous, something unpredict¬ 
able from the behavior of other economic quantities, but instead 
determined by forces acting outside the strict economic sphere, 
like innovations. 

The equilibrium condition for this system is that there is an 

equation between autono ¬ 
mous investment and sav ¬ 
ings, which depend upon 
income . This is one equa¬ 
tion in one variable, in¬ 
come; hence it is suffident 
to determine the levd of 
income. Thus is set up 
a basic theory which re¬ 
places the classical sav- 
ings-investment theory 
of interest. Graphically, 
this Keynesian modd is 
shown in Figure 2. 

The curve is the savings schedule. At low levds of income 
people must dissave or spend more than their income in order to 
maintain minimum standards of consumption; thus the savings 
schedule is negative for low levds of income. It dopes upward. 
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showing that savings increase with income. The slope should 
always be, less than unity if the system is to be dynamically stable. 

The investment schedule is merely a horizontal straight line at 
the existing level of autonomous investment, J. Since investment 
is autonomous, it does not vary with income, but is constant for 
each level of income. 

Our graphical system says that / is that level of investment which 
offsets just enough savings to generate a level of national income, Yo. 
This is the clearest picture of the theory of effective demand. A 
theory of the business cycle can also be diown in this graph. This 
theory is based on the idea that the savings schedule is a stable 
relationship which does not shift very much over time and that the 
level of investment is extremely volatile, continuously shifting by 
great amounts. For every different level of autonomous investment 
there is generated a different level of national income. Fluctuations 
in investment, superimposed upon a stable savings schedule, de¬ 
termine fluctuations in income —or the business cycle. 

This simple model is i m portan t for several reasons. While it is 
not true that all investment is autonomou s under ordinary cir¬ 
cumstances, there are cases where the assumption of autonomous 
investment is exactly true. One case is the operation of a socialist 
economy where all investment decisions are made by the central 
planning board and are not based on prindplcs like profit msodmiza- 
tion which lead to non-autonomous investment under capitalism. 
Another case where the simple model applies is that of a total wa r 
econom y.” This situation will be discussed at length in Ch. VI in 
cormection with the inflationary gap. 

The application of the Keynesian model to the working of a 
socialist economy is ironic because Keynes was quite outspoken 
in his distaste for socialism, espedally the Soviet system. In fact, 
while Keynes has been an accurate predictor of many economic 
events, he has made very poor predictions in the case of Russia. 
For example he predicted, “... if Communism achieves a certain 

The mere fact that the model of the socialist economy and the war economy have 
certidn formal similarities docs not at all mean that a socialist^ economy must be a 
war economy. On the contrary, the arguments in the text will discuss exclusively the 
case of a non-war socialist economy. 
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success, it Trill achieve it, not as an improved economic technique, 
but as a religion.” This statement shows a complete lack of 
understanding of the political, technological and economic basis 
of the Soviet system. Keynes, glorifier of the bourgeois life, little 
knew that the arguments why the Russian economy has been and 
will continue to be one of uninterrupted full employment imder 
sodalism follow directly from his own simple model. 

For Russia , investment is completely autonomous. The central 
plann ing board dec ides, according to the needs of the people and 
the political rituation of the world, to carry out a certain level of 
investment activi ty. The role of the i nterest rate becomes trivia l 
in this system, and there is little doubt that the savings schedule will 
be such that savings is simply a function of incom e. People save 
in a socialist economy for the same reasons that they save in our 
system, except for the fact that some of the savings motives are 
less powerful for them. Inhabitants of a country having a socialist 
economy do not need to worry about the hazards of old age, sickness, 
hospital care, etc. Also, the more equalized income distribution 
should make for a low propensity to save.(ln the Russian example, 
the planning board has decreed investment at a high level. IJie 
savings schedule has been pushed far to the right; hence out of the 
savings-investment equation there has been generated a high 
of national income. In actual practice, the propensity to save was 
so small and the level of investment so high that there was an in¬ 
flationary pressure on prices.*' This pressure called for the turn¬ 
over tax, some price control, and rationing in order to prevent in¬ 
flation. If the plaiming board has a good idea as to the exact shape 
and position of the savings schedule, it can calculate easily the 
necessary amount of anti-inflation (or deflation) measures in con¬ 
junction with each level of investment. In any intelligently run 
socialist economy where there is an abundance of economic resources 
and a desire on the part of the people to enjoy the fruits of these 
resources, the central planning board will set the level of invest¬ 
ment at that amount which will just offset savings out of a full- 

Essays in Persiiasionf p. 305. 

Undoubtedly tbe bigb level of investment was much more powerful than the re¬ 
duced savings habits in generating high levels of income. 
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employment national income. Proper policy by sodalist planners 
can always lead to full employment — this is the superior economic 
organization which Keynes failed to see in the years just preceding 
the General Theory^ 

A simple version of the theory of classical economics can also be 
given. 't\Tien this simple model is compared TOth the simple Keynes¬ 
ian model, it is easy to see some of the important differences in the 
two systems. 

The simple classical model states that savings always flow into 
investment at the going rate of interest regardless of the level of 
income, and that the stock of money and the velocity of circulation 
are given constants, (in this system the savings-investment equa¬ 
tion determines the rate of interest, and the amount of money and 
the TClocity of circulation serve to determine the value of income 
(or the price level corresponding to a given real income) via the 
quantity equation of money. The latter equation states that the 
amount of money held is proportional to income. If the amount 
of money and the proportionality factor (reciprocal of velocity) 
are knoum, then, obviously, income is known.) 

Can unemployment exist in this dassical syste m? If there is un¬ 
employment, then a cut in wa ges will always increase employment 
within the framework of this classical model. Since wages and 
prices ate related by the marginal-productivity theory, the quantity 
equation can be looked upon as an equation to determine either 
prices or wages. With a fixed velocity, smaller wages mean that 
the same quantity of money can accomplish more purchases, and 
thus restore full employment. The same results can be accom¬ 
plished through an arbitrary increase in the amount of money hy 
the banking system. If the stock of cash balances is increased, then 
income will rise. Whatever part of this income is not consumed 
will pass over automatically into investment. At these higher levels 
of income, consumption, and investment, more workers will be 
employed. ^By an easy-money or flexible wage polity, this classical 
system can always avoid unemployment.^ 

Ke ynes threw over the assumptions of this syste m.. He gave u p 
Say’s law that makes savings flow automatically into investment 
regardless of the level of income. He also developed a theory which 
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did not make fle^dble wages such a powerful tool, always insuring 
full employment. The incompatibility of the simplest classical 
system with the simplest Keynesian model shows clearly what is 
meant by a revolution. 


THE COMPLETE SYSTEMS OF MUTUAL INTERDEPENDENCE 

The simple models of the Keynesian and classical systems of 
economics bring out the major differences in the two approaches. 
More detailed questions can be answered only by considering the 
complete systems unth the demand and supply for labor and the 
production function as well as the standard Keynesian concepts 
of liquidity preference, marginal efficiency of capital and propensity 
to consume. 

Before discussing the rdationship of Keynesian to classical 
ec onom ics, it mil be necessary to state on what grounds the two 
systems are to be compared. By now, it is well agreed that one 
of the most pressing economic problems of this country “ is the 
problem of unemployment. Economists in this country should 
operate with theoretical models which are capable of explaining 
the phenomenon of unemployment. The classical s ystem can ex¬ 
plain unemployment which is due to frictions or market imper¬ 
fections and to unwillingness of workers to be employed. For 
our tastes this is clearly insuffident. because even a perfectly com¬ 
petitive, frictionless system need not always have full employment. 

(Keynes thought that it was necessary to develop a new definition 
of imemployment in order to explain the occurrence of an tmder- 
emplo 5 Tnent equilibrium. He defined involuntary unemploymen t 
as that xmemplqyment which could be done away with by cuts 
in real wage rates. This definition is not entirely satisfactory.) It 
does not admit of the possibility that for some ranges of real wage 
rates, higher real wage rates will call forth a reduced supply of 
labor.“ But more seriously it implies that if workers would offer 

is not true of the war-devastated countries of Europe. 

The problem of absenteeism during the war production program is good evidence 
of the eristence of a negatively sloped portion of the supply curve of labor in the re¬ 
gions of high wages. 
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their services according to real instead of money wage rates, there 
would be no problem of unemployment, (it hardly seems possible 
that Keynes could say that his, major contribution to economic 
theory was to point out a money illusion on the part of workers 
as the cause of unemployment. Keynes’ real c ontribution, to re¬ 
peat, has been to show that if savings are not offset by legitimate 
investment outlets, failure to generate a high level of employment 
will follow. Even if the Keyitesian supply curve of labor is replaced 
by the classical supply curve in terms of real wages, there remain s 
the problem of making savmg s pass into investment . 

A simple definitio n which would appeal to classical economists 
would be that employment is full if all who want to work at the f ■<^i 
going real wage rate are employed. In this case, there is a supply 
schedule of labor in terms of real wages, and any solution of the 
classical system for employment which falls along this schedule 
is a full-employment solution. In classical economics such a solu¬ 
tion always occurs in the conditions of full equilibrium. It remains 
to be seen whether or not analogous results hold for the Keynesian 
system. 

If the classical supply cur\'e of labor is not accepted as being 
realistic and the Keynesian supply curve is used instead, then full 
employment is that situation in which anj'one who wants to work 
at the going rate of money wages can find a job. 

Other useful definitio ns of full employment can be formulated 
in terms of a certain level of output. Full employment, for example, 
may be looked upon as the long-run potential level of output. The 
short-run potential may conveniently be called the bottleneck 
level as distinguished from the full-employment level. There will 
not be occasion in this chapter to make further use of these con¬ 
cepts. Hotvever, they will be helpful at a later stage, in the analysis 
of the inflationary gag. 

Let us first apply our definitions to the complete system of 
classical economics. In addition to the quantity theory of money 
and the savings-investment theor/ of interest, there exists in this 
system a technological production frmetion, relating output and 
input of productive factors; a demand schedule for labor as a 
function of the real wage rate which follows from the theory of 
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profit maximization; “ and a supply schedule of labor as a function 
of the real wage rate. 

At first glance, the differences between this system and the 
Keynesian system may seem quite obvious. Some have said that 
the principal difference lies in the changing of the quantity theory 
of money into the liquidity-preference theory'; others have said 

that the distinguishing characteristic of the Keyoiesian system is 

^ the substitution of the 

f supply schedule of labor 

in terms of money wages 
for the classical schedule 
in terms of real wages; 
and still others have been 
closer to the truth by 
pointing out that the main 
contribution by Keynes 

-occurred in the alteration 

of the savings-investment 
equation. 

That the full-equilib¬ 
rium solution for this 
system is one of no im- ' 
employ'ment, is almost 
obvious. The demonstra- 



supply 


Labor demand 


Employment 

Figure 3. 


tion is quite simple. The supply-and-demand equations for labor 
give the level of employment and real wages, as in Figure 3. 

By substitution of the level of employment into the production 
function, real output can be determined and this output level can 
be substituted into the quantity' equation to get the price level. 
The rate of interest follows from the savings-investment relation. 

The values of output and employment thus determined repre¬ 
sent full-employment levels, since this value of employment lies 
on the supply curve of labor. All who want to work at the going 
real wage are employed. If any maladjustment occurs within this 
system so that there is not full employment, a wage cut can always 


“ Commonly called the marginal-productivity theory of wages. 





THE NEW AND THE OLD 


83 

restore the economy to its full-employment equilibrium. The 
competitive bargaining among workers will always be remunera¬ 
tive. Since the amount of money and the velocity are given in the 
quantity equation, total spending is given. At lower wages cer¬ 
tainly more workers can be hired with total spending constant. 
Wage cutting will contmue up to the full-employment level. 

With the assumption of various frictions, imperfections and 
rigidities of the real world, an explanation of unemployment is 
not difficult, either in the classical or the Keynesian system. But 
assuming away all such defects, can unemployment exist? Many 
economists will answer this question today in the negative. Those 
who pick out the essential, distinguishing feature of the Keynesian 
system as the assumption of rigidities imply also that they would 
answer no to this question. Unfortunately, Keynes has practically 
admitted “ that he, too, would answer no. Again, as in the Treatise, 
Keynes did not really understand what he had written, and chose 
the wrong thing to publicize as his innovation. (The Keynesian 
supply curve of labor and definition of involuntary unemplojTnent 
were no more important to the General Theory than the “funda- 
mental equations” were to the Treatise^ 

Sup^se that we live in a Euclidean world in which there exists 
a perfectly competitive capitalist system. It shall now be argued 
that this Utopia will not automatically solve the unemployment 
problem under the conditions of Keynesian economics. However, 
full employment will always be insured in a classical situation in 
this world. Now it becomes possible to see the fundamental dif¬ 
ference between Keynesian and classical economics. 

Let us imagine a model economic system in which there is perfect 
competition, with no inflexibilities or rigidities.^ All quantities 
will be reckoned in terms of wage units.“ 

The background relationships will be those of classical economics, 
pure and simple,' i.e., there will be the production function for real 

**Sec "The General Theory of Employment," Quarterly Journal of Economics, 
Vol. LI, 1937, p. 209, where Keynes said that Leontief was correct in pomting out 
that the Keynesian system differs mainly from the classical system in not being homo¬ 
geneous of order zero in prices. 

r* Sec the appendix for the mathematical version of the system. 

** With the obvious exceptions of price, interest rate, and employment. 
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output, and the supply-demand relations for labor in terms of 
real wages. The other relations will be of a general form. There 
will be savings (dependent upon interest rates and income) equal 
to investment (dependent upon interest rates and income). Finally 
the supply of the stock of cash balances (measured in wage units) 
will be equated to the demand for such balances as a fimction of 
interest rates and income. 

It might be argued that this is a perfect classical system which 
represents a perfect equilibrium of perfect competition. Any 
classical economist would naturally proceed to obtain a solution 
to this system as follows: From the background relations, as before, 
find the real wage, the level of emplo 3 Tnent, and the amount of 
output. Next, convert fulI-emplo 5 maent output to income measured 
in terms of wage units. This can be done by dividing real output 
by real wages. Substitute full-employment income into the savings- 
investment relation and get the rate of interest. This gives every¬ 
thing except the absolute level of wages and prices. But the supply 
and demand for money will produce a solution for these variables. 
Since the interest rate and income are already calculated, the value 
to which the supply of cash balances (measured in wage-units) 
must be equated is known. The stock of monelary cash balances 
as an autonomously given variable is also known; therefore the 
absolute level of wages can be calculated. Knowing real wages, 
already, and absolute wages, it is possible to obtain immediately 
the absolute price level. 

But now, let us become Keynesian and see what happens. As 
before, solve the background equations for real wages, employ¬ 
ment, and output. Substitute full-employment income into the 
savings-investment equation. Is there always a solution for the 
interest rate? There are as many equations as variables, but does 
that guarantee an economically possible solution? The answer 
is that it -certainly does not! More must be done than merely to 
count equations and variables. We must consider the shapes of 
our functions. (The Keynesian Revolution rejected the classical 
theory of interest^ It denied that the equation 


Suir, (7„)o) = /„(r, (F„)o) 
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need always have a positive solution for the interest rate, r, when 
(y«>)o (income) is given at the fiill-emplayment leselP When the 
saving process is analyzed, the slope of the savings function with 
respect to the interest rate might be negative or positive and will 
probably be small in absolute value. More recently, we have 
come to believe that the investment function is also interest- 
inelastic. It is more likely than not that there will be no positive 
value of r which satis¬ 
fies this equation. Perfect 
equilibrium of perfect com¬ 
petition is not in general 
compatible with the system 
of Keynesian economics. 

A feasible graphic pres¬ 
entation of this situation 
is given in Figure 4. 

When income is at the 
full-employment level, 

(F„)o, it is both possible 
and probable that the 
savings-investment sched¬ 
ules as functions of the interest rate rrill appear as the two solid lines. 
The relative positions of the two schedules mean in this case that 
no matter how low the interest rate is pushed, savings out of a 
full-employment income exceeds investment out of that same 
income. It is obvious that this result becomes more possible as 
the two schedules become more interest-inelastic. If there were 
unlimited investment opportunities at the going interest rate, 
the investment schedule would be a horizontal straight line — 
infinitely elastic — and consequently always intersect with a non¬ 
horizontal savings schedule. Many orthodox economists use a 
model of the latter type, although it does not describe a 
savings-investment process that could exist in the present world, 
no matter how perfect the system might be. The case of the hori¬ 
zontal investment schedule and the non-horizontal savings schedule 
comes in the end to Say’s law. 

“ The subscript lo represents measuiements in tenns of wage units. 
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But there is an adjustment which takes place within the Keynes¬ 
ian system, so that a positive interest rate can be determined. If 
income falls from (F„)o to (Yu)t, then the two schedules of Fig. 4 
will shift to the positions of the dotted lines. Incomes will have 
to adjust to that level, CFii,)i, at which savings out of that income 
will be equal to investment out of that income. Only after a theory 
of the adjustment of output is introduced can the rate of interest 
be determined for the general case. 

{The principal difference, then, between Keynes and the classics 
centers around their theories of savings and investment. The 
multiplier theory', or the theory of the determination of effective 
demand, is tire Ke3mesian savings-investment theorj'. The theory 
of the determination of the rate of interest is the classical sa^’ings- 
investment theory. The money equation merely serves the pur¬ 
pose of determining the level of wages and prices, and does not 
play an essential part in showing the differences between the new 
and the old economics.J 

The principal question which must inevitably arise now' is. How 
do we get any solution from this real, Ke ynesian system ? The 
answer must be that there c an be an equilibr iu m of perfect co m¬ 
p etition in this system, but it cannot be a perfect equ ilibrium ; 
i.e., an equilibrium such that all relations hold simultaneously as 
they do in the classical cjse. Something must give way in order 
that the economic variables can assume some determinate values. 
It is obvious from Fig. 4 that it will not help matters if the interest 
rate gives wav. Income must be the obvious thing that gives way 
in order to bring savings and investment into equilibrium. But 
if income falls from (F„)o to then output and employment 

will be forced to low'cr levels.” But workers will not remain on 
their supply curve of labor for an amount of employment less than 
the full-employment equilibrium. The employed w'orkers can 
always get higher real wages by moving along the demand curve 
for labor. The final position will be that of Fig. 5, with the supply 
of labor in excess of the demand at the going real wage rate. The 
excess of supply over demand (N^ — Nj) is a measure of unem¬ 
ployment. 

" Sec the appendix for a more complete proof. 
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The superior bargaining power of the employer over the em¬ 
ployee explains easily why the supply-demand relation for labor 
is the one relationship of the system which can have a solution 
that is not at an intersection point. 

The non-Keynesian economists will argue now that if workers 
compete for jobs and cut money wage rates, full employment will 
be restored. This proposition is correct only under ^e conditions 
of classical economics. In 

tB 

theKeyncsian system lower 7 

wages need not do any 
good. 

An analysis of the true 
picture of the economic 
world shows that interest £ 
rates have been pushed to 
very low levels so that the 
liquidity-preference func¬ 
tion may be interest-elas¬ 
tic. But more important, 
all statistical information 
leads to belief that lower 
interest rates 'will have 
little, if any, influence on 
the rate of investment. The economics of an interest-inelastic sche d- 
iJepf marginal effir^ncypf capital is an impor tant b ranch of modem 
analysis. Oft is easy to show that if the liquidity-preference schedule 
is elastic and/or the marginal effidency schedule inelastic, wage 
cuts will not raise the level of output and thus employment ■via 
the production function.” ''The argument can be conveniently 
presented on a diagram due to Hicks. On the vertical axis measure 
the interest rate and on the horizontal axis measure income. The 
liquidity-preference equation, then, for a given value of cash 
balances, describes a two-dimendonal relation between the in¬ 
terest rate and income. Similarly, the sa'vings-investment equation 
also gives a curve in the same plane. The intersection of the two 
curves deternunes the equilibrium level of income. 

“ A mathematical treatment is given in the appen£x. 
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The curves are drawn in Fig. 6 under the assumption of interest- 
elastic liquidity preferences and interest-inelastic schedules of the 
maiginal efficiency of capital and savinp. 

If the two curves intersect so that the Keynesian system yields 
a solution of an unemplo}rment level of income, will w ag e flexib il- 
ity quicHy restore economic life to full employment? The most 
^ect effect of wage cuts is to mae^j^ffie^ stock of real balances, 

provided t£e b anitin g 
policy is such that the 
money stock of cash 
balances is not lowered. 
This is true, obviously, be¬ 
cause real cash balances 
are the ratio of money 
balances and the wage 
rate. Wage cuts, viewed 
as an easy-money policy, 
cause a shift in one of 
the schedules of the sys¬ 
tem. The liquidity-pref- 
Figure 6. erence equation now moves 

to the dotted curve in the above graph. Equilibrium income 
changes from (F„)i to (FJz, practically no change at all. There 
are very serious limitations to the empIo 3 Tnent-creating effects 
of wage cuts. In the limiting case in which the savings and 
investment schedules have zero elasticity with respect to interest 
rates and in which the liquidity-preference schedule has infinite 
elasticity, there are no employment-creating effects. The savinp- 
investment equation becomes in this case a vertical line, and the 
liquidity equation becomes horizontal, in the range of low interest 
rates. But the protagonists will not give up in their argument at 
this stage. They will say that, disregarding the limiting case, 
consider the situation where the increase in emplo 3 mient is some 
small positive amount. Then, since there is no limit to the extent 
to which real cash balances can rise with a fall in wages, there is 
no limit to the rise in F„. But they have argued themselves directly 
into a trap. (jVhat will be the effects of imlimited increases in cash 
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balances as a result of unlinuted wage cuts? The effects will be 
those of the economics of h3?per-deflation and social revolution. 
If the increase in cash balances becomes large through Umitlpas 
wage cuts and employment receives only a slight stimulus, adverse 
expectatiorrs must certmnly occur. As a result of expectations of 
further wage cuts, production plans would be postponed. Wages 
could fall endlesdy to aero without any increase in emplo3mient, 
but instead decreases. Undoubtedly, this process would have to 
stop somewhere before zero. The method of stopping it would be 
the overthrow of the capitalist system,') 

Professor Pigou has pomted out that once-and-for-all wage cuts 
without any expectations of further wage cuts will always increase 
emplo3mient. If the K£}mesian functions are such that liquidity 
preference is interest-elastic and/or mar^nal efficiency is interest- 
inelastic, the effect of wage cuts will be slight. But if there are to 
be no adverse erqrectadons, the extent of wage cuts must also be 
small (otherwise there will be adverse expectations). The product 
of two small factors wiE also be small. It is not possible to abstract 
from expectations in this problem. 

There is, perhaps, some possibility that wage cuts will cause 
shifts of the savings or the investment functions. In this case, 
shifts of the schedules do cause great changes in the level of income, 
but the drawback to this possibility is the limited extent of the 
shift, ^f wage cuts have a strong stimulative effect on investment 
relative to savings then we could greatly expand employment. 
But there are serious doubts as to whether wage cuts rnll have 
any effects on the savings or investment schedules?) The reasons for 
these doubts are discussed more fully in the next chapter. 

As a result, it can be stated that unemployment is possible in 
a perfect system and that perfect equilibrium of perfect com¬ 
petition is not compatible with the Keynesian conditions; whereas 
the achievement of full emplo)ment in the dasdcal world is auto¬ 
matic. In order to show that full employment is not automatic 
in a perfect world subject to the Ke3Tieslan conditions, it is neces¬ 
sary to assume nothing whatsoever about rigidities in the ^stem, 
but only to make plausible assumptions about the interest-elastidty 
of certain bade relationdiips. 
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The numerous remarks throughout the recent literature that • 
Keynes rdied upon wage inflexibilifies to obtain his results are 
entirely unsubstantiated. 

But the assumption of rigidities will become very useful in ex¬ 
plaining how an rmder-employment situation can be one of equilib¬ 
rium. The es sen tial co n tribution of Keynes was to show that full 
employment is not autom^ic^^assured. One need only look 
at the real world to realize why unemployment can be a persistent 
equilibrium condition. f^TJnder dassickl economics wage flexibility 
leads always to fuU employment. Within the framework of Ke}Ties- 
ian economics wage flexibility does not correct unemployment 
and leads merely to hyper-deflation if carried to its logical con¬ 
clusion. But in the real world one observes ndther hyper-deflation 
nor full emplo3Tnent. The explanation is that wages are sticky^ 
they are not flexible. The solution to the Kejmesian system which 
gives a value of employment not on the supply schedule perasts 
when wage cuts do not occur. Because workers do not bid against 
one another, we do not experience the hopdess downward spiral. 

^Then imperfections and ripd money wages are introduced into 
our model of the Keynesian system, the results of underremployment 
eqiulibriiun follow quite easily, providing a more realistic picture 
of how the economic system looks^ But it is not true, as many 
have said, that the Keynesian equations in conjunction with a 
perfect, frictionless system will always yield a full-employment 
solution. Unemployment is extremely likely even under perfect 
competition. It shows clearly that the discussion of the new re¬ 
sults of Keynesian economics should not be centered in the price 
sphere of the economy; rather in the probability, psychological, 
and expectational sphere of the economy. One should investigate 
the determinants of the shapes of the Keynesian functions. These 
are the strategic economic variables. They tell whether or not a 
full employment solution is possible. The long-familiar observation 
about the stickiness of wages supplements the results of Keynesian 
economics and brings the student into contact vdth actuality. 



CHAPTER IV 


A POLEMICAL DIGRESSION 

For those who feel that the controversies, in the literature, on 
Keynesian economics have been carried on ad nauseam, this chapter 
will be of little interest. However, economists should be abso- 
lutdy dear about their theoretical foundations. It is true that some 
rare individuals have great intuitive insight into economic prob¬ 
lems and do not find it necessary to rdy on rigorous theoretical 
analysis, but there is nothing more tragic than an economist floun¬ 
dering in the field of economic policy because his theory is con¬ 
fused. This chapter is designed as an attempt to dear away some 
confusions in theoretical economics and should be of interest to 
those who take economics as a serious affair. 

REVIEWS OF REVIEWS 

^Ndther Keynes nor his immediate reviewers understood the 
full implications of the theoretical modd of the General Theory.'] 
Much of the later polemical literature represented wasted paper, 
but by no means were all the discussions worthless. To those 
makmg a survey of the battlefield after most of the shots have been 
fired, it seems impossible that this theory could have been so 
little imderstood, but such a lack of comprehension merdy serves 
to emphasize the revolutionary character of the work. 

Two of the wdl known reviews of the General Theory were made 
by disciples, A. P. Lemer ^ and W. B. Reddaway.* Lemer’s review 
was generally cited as an approved, condensed version of Keimes’ 
book. It was a dear ezpodtion of the General Theory but made 
certain arguments in attempted support of the theory which 
later gave rise to much controversy. For example, there are two 
Keyneses on the matte r of the savings-investment equation . One 

‘ "Mr. K^es’ 'General Theory of EmployiDent, Interest and Money,”' Inlema- 
tional Lator Rniew, Vol. XXXIV, 1936, p. 435. 

* "The General Theory of Employment, Interest and Money,” Economic Record, 
Vol. XII, 1936, p. 28. 
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Keynes maintained the equality of savings and investment in 
terms of definitions of observable economic quantities, with no 
refutable hypothesis behind the equation. The better side of 
Keynes’ dual personality stated the savings-investment relation 
in terms of intersecting schedules of economic behavior; which 
determine an equilibrium poation. (Lemer)in his review chose the 
former ejqjosition and has, apparently, never parted with it. He 
(looked upon savings andi investment as identically equal and not 
brought into equilibrium by any economic process.) Here are the 
beginnings of a controversy which will be discussed at greater 
length later in this chapter. 

^Another controversial issue on which Lemer supported Ksynes 
is the question of wage cuts. Lemer attempted to show that when¬ 
ever there is a uniform money wage cut, prices will fall by exactly 
the same proportion as wages, thus leading to no change in real 
wage rates. He then followed Ke3mes with the proposition that 
since real wages have not fallen, employment cannot be increased!) 
The doctrine of equiproportional wage and price declines has 
never been accepted by the classically minded economists who 
have advocated wage cuts as an anti-depression policy. With 
regard to this problem of wage cuts, there was also another Ke3mes. 
The second personality considered the effects of wage cuts on the 
structure of the entire determinate system; i.e., upon the shifts 
induced upon che various schedules of the system. It is a much 
more fruitful line of attack to inquire as to the possible effects of 
a w’age policy on investment, saving, and liquidity preference. 

With the rest oI Leraer’s article there is little to contend, since 
it was a straightforward story of the General Theory. 

Reddaway’s article was one of the best reviews of the book. 
This writer saw clearly the fundamental contributions of the new 
economics and was one of the first to be able to formulate a mathe¬ 
matical model of the dreleton system. (According to Reddaway, 
Keynes was primarily attacking one of Ricardo’s batic assump¬ 
tions — Say’s Law,)or the proposition that supply creates its own 
demand. The incompatibility of Say’s Law with the determinate 
Keynesian theory is great, and it would be hopdess to try to derive 
the Ke}mesian results with a theory based on such prindples. 
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(Furthermore, Eeddaway recognized the fault of the Treatise, 
namely, the study of stability or lack of stability of various price 
•levels rather than the study of the deteimination of the level of 
output.^ 

He 'wrote down the model of the Fleynesian system as follows; 

Savings which depend upon the level of national income = Investment 
which depends upon the rate of interest 

The autonomously determined supply of cash balances ■= the demand for 
cash balances which depends upon a function of national income pins a fimc- 
tion of the rate of interest 

His skeleton is basically the same as the more general model of 
the preceding chapter, especially when account is taken of the 
probable shapes of these functions. (^Reddaway went all the way 
with Ke}mes in eliminating entirely the influence of interest rates 
upon satrings.) The current fashion is to include interest as a minor 
variable in tlus function. Qleddaway also omitted income as a 
determinant of the level of investment.)(However, today it is 
recognized that some investment may be passively related to in¬ 
come.) The treatment of the liquidity function as the sum of two 
separate functions is quite all right and is merely a special case of 
a more general relation,' which states that the demand for cash 
balances depends upon the level of national income and the rate 
of interest. The split of this function into two parts is an attempt 
to bring out more strongly the dichotomy in the functions of 
money; i.e., money as a medium of exdiange and money as a store 
of value. Reddaway’s (and Kq^nes’) formulation attempted to 
maintain the last vestiges of the quantity theory of money. 

The re'views of Lemer and Reddaway were hardly typical. The 
mere fact that personalities were not spared in Keynes’ sarcastic 
attack upon the classical economists would lead one to expect 
many hostile reviews. Professor Pigou was cited in the General 
Tlwory as a particular exponent of the theory which Keynes was 
attacking, since Pigou had formulated most erqplicitly and ele¬ 
gantly the clasMcal model. Pigou returned the blow ■with a bitter 
argument against the General Theory? It is not difficult to see 

' "Mr. J. M. Keynes’ General Theory of Employment, Interest and Money,’* 
Eemomiea, N.S. Vol. m, 1936, p. 115. 
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that Keynes was the winning economist but the losing gentleman; 
he hardly observed the rules of the academic game. Nevertheless 
Pigou’s review shows quite plainly the breach between classical and 
^Keynesian beliefs. Comparison with Pigou’s later writings on this 
subject reveals a partial conversion to the new ideas.* 

Pigou stated that the fundamental charge against the classics 
was that of the assumption of an equilibrium position built 
up around an intersection of a real demand and a real supply 
schedule for labor. {He repeated the classical view that unem- 
plo3nnent is not an equilibrium position in the classical system 
because money wage cuts would always lead to a decline in real 
wages and hence to more employment^ What Pigou objected to 
in Keynes’ argument was the claim that a cut in money wages 
would entail a fall in prices exactly by an amount which would 
leave real wages unchanged. Pigou may have been correct in dis¬ 
puting this Keynesian view, but he did not consider adequately 
the effect of money wage cuts on other variables of the system 
such as interest rates, investment and savings. CAn interesting 
point to be noted is that in the world of concrete policy, Keynes 
and Pigou were not entirely at opjjosite ends since the latter agreed 
that there would be many practical difficulties in carrying out a 
wage cut. But, on the whole, Pigou firmly believed that, with the 
proper banking policy, wage cuts, in practice, could be relied 
upon to raise the level of employment^ 

With regard to the developments which have been stressed in 
the preceding chapters, J’igou'^ remained quite conservative and 
refused to give up his older views. (He did not look upon sa^’ing 
decisions as complete in themselves; i.c., there has to be a cor¬ 
responding act of investment to round out the saving process. 
According to him, the motives behind saving are investment op¬ 
portunities or possibilities of future consumption. (^Pigou did 
firmly believe that a smooth-running saving process which changed 
only steadily would always be exactly offset by a similar smooth¬ 
running investment process. Only when sudden increases occur 
in the saving process could there be a lag of investment oppor- 

^ See especially Employment and Equilitrium, Macmillan, London, 1941, and "The 
Clasacal Stationaty State,” Economie Journal, Vol. LIU, 1943, p. 343. 
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tunitiesj) But even this lag was considered temporary and of an 
entirely different order of magnitude from that whidi existed in 
Keynes’ mind. Thus Pigou could not see the maintenanre of the 
savings-investment equation as an important economic problem. 
Like other economists of the day, he was not able to envisage a 
lack of investment outlets. He made an argument similar to that 
attributed to Hawtrey in Chapter II ^ when(he criticized the use 
of the multiplier theory on the ground that governmental expendi¬ 
ture for public works would exert an upward pressure on interest 
rates and thus 'cut private borrowing for purposes of investment.'^ 
For the non-Keynesians, private and public investment are always 
compensating alternatives; any governmental investment will some¬ 
how be at the expense of private investment. 

Keynes’ day of judgment was not a worry for Pigou.(If we should 
ever approach a situation in which people attempt to maintain 
savings on a high level with a failure of investment offsets^due to 
a previous exceedingly high rate of capital accumulation), then, 
(Pigou predicted, money wages would be forced down by competi¬ 
tion to keep people fully employed.^ 

Finally, Pigou criticized Keynes on minor technicalities some 
of which are points well taken and some .of which represent con¬ 
fusion. For example, Pigou did not understand how Keynes could 
take the stock of capital as given for the short run and then speak 
of a non-z/aco rate of investment He had in mind the falladous 
argument that if capital is regarded as given, then it can have no 
rate of. change other than zero. However, those acquainted with 
the amplest concepts of the differential calculus know quite well 
that a variable can be given for each point of time and yet have a 
positive or negative rate of change over time. Pigou also objected 
to the breaking of the liquidity-preference function into two parts, 
one depending upon income and the other upon interest. His 
argument here was that the transactions motive for holding cash 
(the Marshall “k”), which Keynes had not dropped, already 
depends on the rate of interest and includes the notions of liquid¬ 
ity preference. However, it is questionable whether the classical 


‘ See p. 46. 
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economists, in their discussions of the quantity theory, did regard 
the transactions motive as a function of the interest rate. It is 
wrong also to think that the liquidity-preference theory does 
nothing more than make the transactions velocity of circulation 
of money depend ujjon the interest rate. We saw, at an earlier 
stage, that the argument of the Treatise was based to some extent 
on the proposition that velocity is a function of the rate of interest. 

But the two “fundamental equations,” which did relate the 
dassical concept of velocity to the interest rate, were not related 
to the liquidity-preference theory. It was only the theory of bear¬ 
ishness coupled with an analysis behind the various motives for 
holding cash balances, including idle cash balances, that was re¬ 
lated to the doctrine of liquidity preference. The classical treat¬ 
ment which viewed money only as a medium of exchange does not 
come to the same thing as the modem theory of Keynes even if 
the velocity (the Marshall “k”) is made a function of the interest 
rate. At any rate, this whole problem has no effect on the Keynes¬ 
ian system, since it is possible in full generality to make the de¬ 
mand for money depend upon interest rates and income, and get 
all the important economic results. But there was one minor 
criticism by Pigou which does seem to be a well aimed blow. He 
did not like Keynes’ verbiage on the “own” rates and the money 
rate of interest, including the involved explanation of the strategic 
importance of the money rate.® Pigou concluded, and correctly, 
that it makes no difference what standard of value is chosen. 
Nwniraire problems are never essential problems in economic 
theory. One should be able to dismiss the own-rate analysis as one 
of the “red herrings” of the General Theory. 

Pigou was not the only follower of classical tradition who felt 
injiu'ed by Keynes’ assault. The General Theory, more so than any 
other modern work on economics, warranted a formidable array 
of reviewers. Professors Knight and Cassel joined the mob in the 
stoning of the revolutionary dissenter. 

Knigh t,^ in the first place, denied that Keynes actually refuted 

• The own-rate of interest is the interest premium calculated in terms of the ratio 
of future to spot quantities of a particular commodity other than money. 

’ “Unemployment: and Mr. Keynes’ Revolution in Economic Theory,” Canadian 
Journal of ^onomics and Political SciencCf VoL III, 1937, p, 100. 
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anything that can be called classical doctrine, in the modern sense. 
He looked upon the General Theory as an attack upon straw men.) 
However, it would be very strange to consider Ricardo, Marshall, 
Pigou, Wicksell, Hawtrey, Hayek, Mises, Robbins, etc., as straw 
men! (Keynes was revolting against all these theories which did 
not explain the phenomenon of effective demand. Knight could 
see no innovation in the Keynesian contribution.) For example, 
in his consideration of the proposition that savings depend upon 
income in a definite way, Knight concluded that there is nothing 
new in this result, since it is a familiar point in classical writings 
that saving is an institutional matter, dependent on social psy¬ 
chology. But he did not bother to mention that whenever classical 
economists were thinking seriously about the savings-investment 
process, they worked with the theory of the determination of the 
interest rate. An appeal to side remarks of classical writers cannot 
eradicate the major differences between their ideas and Keynes’ 
ideas of the savings-investment process. 

CAnother point made by Knight, which is similar to a remark of 
D. H. Robertson’s, was that the rate of interest can equate more 
than one set of desires simultaneously; i.e., it can equate the desires 
for holding cash and non-monetaiy wealth, and it can equate the 
desires for lending and not consuming.) Robertson crilidzed Keynes 
for not leaving more than one alternative open. But what Knight 
failed to do is to distinguish between a complete, interdependent 
S3rstem and a building-block theory. In working with the building- 
block theory from which any final construction must be buDt, we 
have to pick out the strategic variables in each relation and hold 
the others constant. Keynes took income to be the important 
variable in the savings-investment equation, and took interest to 
lie the important variable in the liquidity-preference equation. 
In the end result of the most general Keynesian system one cannot 
pick out cause and effect. The interest theory of this system is 
the solution to the entire set of equations which is based on the 
Uqnidily-fr^erence building block. 

(There is further a methodologcal issue to be settled with Kmght. 
He implied that there- was something asymmetrical in Keynes 
analysis due to the assumption first of unemployment and then 
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of the presence of obstacles to a return to full employment. Knight 
was aware that, historically, full employment has been the most 
usual state of affairs; therefore he argued that we should not as¬ 
sume unemployment, but instead full employment, and then 
explain how such a happy situation could end.]) Does not the 
multiplier theory work in reverse? If investment opportunities 
wear out due to a high level of capital accumulation, while saving 
habits persist, the multiplier equation will be in operation with 
the multiplicand® negative. Income will fall, and employment 
will decrease. It is as convenient to explain the upper turning 
point of the cycle with the Keynesian analysis as it.is to explain 
the stagnant trough. One of the major differences pointed out in 
Chapter 11 between the over-investment theorists and Ke}mes 
was in the analysis of reasons why the boom comes to an end. 

Knight claimed that aU the Keynesian results foDow only from 
assumptions of imemployment and rigidities. While this book 
does not deny that the rigidities exist and make the Ke}mesian 
analysis simpler, it does deny that they are essential to the theory. 
In particular, it was demonstrated in Chapter m that Keynes’ 
results are still powerful in a frictionless system. It would be much 
more fruitful to shift the discussion from the assumptions of rigid¬ 
ities to realistic assumptions about the shapes of the important 
schedules of the Keynesian system. 

Cassel ® was another who came immediately to the defense of 
established doctrines. His review brings out very well the fact that' 
Keynesian ideas are not those of classical economics. Cassel began 
his review with the support of a linear trend extrapolation, so fre¬ 
quent and so disrespected among economists. Past trends diowed 
clearly to Cassel-that wealth doubled every twenty-five years, and 
he firmly erpected this trend to continue into the future. Hence he 
argued that since Keynes’ book was primarily an attack on saving, 
it was plainly wrong in both fact and theory because savers would 
have a big job on their hands in suppl3Tng funds to meet the dou- 

^ The multiplicand is the change in investment with whidi the multiplied diange in 
income is associated. Unlike the multiplier, the multiplicand can be either poative 
or negative. 

•“Mr. Keynes* ‘General Theory/** International Labor Restew^ VoL XXX\rE, 
1937, p. 437. 
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bling of wealth of the next twenty-five years. Cassel could not pos¬ 
sibly imagine an exhaustion .of investment opportunities, and even 
imagined potential investment outlets as standing in line awmting 
satisfaction. He thought that every new amount saved would give 
rise to new investment, but he saw the savings-investment equation 
as being maintained solely by the rate of interest. (.He flatly de¬ 
clared that Keynes was wrong to substitute a theory of effective 
demand for a theory of interest. Also he was ready to discard 
entirely the concept of marginal efficiency of capitd. For him, 
nothing but the interest rate could have any relation to invest¬ 
ment^ 

Naturally, Cassel could not put up with the liquidity-preference 
theory of interest. Interest, according to him, is determined in the 
savings-investment equation, and the price level comes out of the 
quantity equation. (He envisaged a general equilibrium system in 
which all relative prices are determined, and then allowed the in¬ 
troduction of a theory of money to determine the absolute level of 
prices.' This system is in equilibrium when the supply of money 
is so regulated as to stabilize purcharing powerj) In the light of 
this background, he regarded Keynes’ attempt to revive the Mer¬ 
cantilist ideas of a monetary theory of interest as a complete failure. 

Finally,(Cassel concluded that there always exists a solution to 
the general equilibrium equations which gives full employment and 
that there is no such thing as a general theory of unemployment..; 
The following proof is taken from Cassel: Ideas such as the pro¬ 
pensities to save or consume cannot possibly erqrlain unemployment. 
Suppose the existence of a propensity to save such that there is 
unemployment. Now if all the unemployed die, there will be full 
employment and the same propensity to save; ergo Keynes is 
wrong. 

The reader should not get the opinion at this stage that all the 
reviews, other than those by disciples, were made up entirely of 
destructive criticism. Hicks is an example of a non-Keynesian 
who gave the General Theory a more favorable review,"* although 
he was unable to pick out the essential Keynesian dfevelopment. 

“Mr. Keynes* Theory of Employment,” Economic JoumcHf Vol. XLVI, 1936 
p. 238. 
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(.He remarked that the casual reader may take the savings-investment 
equality to be the innovation of the book. Then he went on to say 
that this equality depends only upon definitions^ Many of us who 
claim to be more than casual readers of all Keynes’ more important 
works must side with these simple-minded folk and say that the 
innovation is “5 = I” but that it is not a matter of definition alone. 
When one speaks of the equation S = I, he is speaking about 
savings and investment in the schedule sense and not as observable 
flows. However, we can agree with Hicks that(,the theory of ex¬ 
pectations as put forth by Keynes was a real contribution)although 
not necessarily the major innovation as Hicks has put it.“ 

In his Vabie and Capital Hicks emphasized strongly the point 
that Keynes’ interest theory and the loanable-funds interest theory 
come to exactly the same thing. The argument behind this demon¬ 
stration, which is not entirely satisfactory, was already formulated 
in his earlier review article. There he said that there was nothing 
revolutionary about the liquidity-preference theory. It will be 
better to drop further discussion of this point now and to take it 
up in a later section on the interest controversy in this chapter. 

In his evaluation of the coimection between the Keynesian 
analysis and the real world, Hicks was not entirely an accurate 
observer. He accepted Ke)mes’ ideas about fluctuations of the 
marginal efficiency of capital as being the important cyclical ele¬ 
ment, but he doubted the implied, longer-run prophecies that the 
marginal efficiency of capital would decline secularly. He con¬ 
sidered Kesmes’ greatest card to be that of a declining population, 
because of aU the things which maintained the marginal efficiency 
during the nineteenth century — such as population growth, in¬ 
ventions, new lands, confidence, wars — it appeared to Hicks 
that population was most likely to fml. We find today among the 
stagnationists that, while declining population growth is important, 
many other things are more important in depressing the level of 
the marginal efficiency of capital. Even if population were growing 
at an increasing rate, unemplo3mient would be a problem. 

“ See also “Mr. Keynes and the ‘Classics’; a Suggested Interpretation," Econo- 
melrica, Vol. V, 1937, p. 147, where Hicks singled out the liqindity-preference theory 
of interest as the feature which distinguishes Keynesian from eiasscal economics. 
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There are other authors who are by no means of the Keynesian 
persuasion and yet who gave reviews of the General Theory which 
were certainly not hostile, an example being Professor Viner. ^CHe 
concluded that tlie only difference between Keynes and the classical 
economists, with regard to such matters as the supply of labor and 
wage rates, was the former’s denial that a cut in money wages will 
reduce unemployment) This conclusion was quite true, although 
the proper understanding of the difference depends upon one’s 
view of the modus operandi of the wage cut as well as the Ihial effect. 
The discussion built up around the models of the previous chapter 
was precisely an attempt to show why wage cuts do not assure full 
employment. The different assumptions about the supply curves 
of labor are not essential to the argument. Viner was one of the 
first critics to question Keynes’ readiness to follow the classical 
correlation between real wage cuts and unemployment. He pointed 
out that this resulted from a too unqualified application of the 
prindple of diminishing returns. However, Keynes would have coun¬ 
tered with the argument that somewhere before full employment is 
reached, diminishing returns must set in, and then there will be 
the positive correlation between real wage cuts and increments in 
employment. Viner also pointed out at this time a pitfall in Keynes’ 
definition of unemployment. He said that this definition implies 
a monotonically increasing supply curve of labor, something that 
can be doubted empirically and theoretically. 

In general Viner claimed that he accepted the broad outlines of 
the Keynesian system hut doubted Keynes’ description of the 
working and quantitative structure of the system. Particularly 
CViner did not agree with the theory of liquidity preference)because 
(.he thought that the transaction motive has as much influence on 
the rate of interest as the speculative motive.” He was not able 
to pve up the quantity equation and divorce the concept of hoard¬ 
ing from the theory of velocity, being an expert in the relative 
manipulations of M, V, P, and T.) But to show how far Viner 


« "Mr. Keynes, on the Causes of Unemployment," Quarterly Journal of Economics 
Vol.LI,1936,p. 147. . , . . 

“This parallels Pigou’s contention that the classical economists had akeady de- 
velopcd the relationship between the demand for cash and the interest rate by making 
the transactions velocity of dreubtion depend upon the rate of interest 
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was from the Ke3mesian analysis, he remarked that savers with 
high hoarding propensities are not the source of trouble, because 
they . have investment habits, and abhor idle cash as nature 
abhors a vacuum.” He also said, “It would at least be interesting 
to know whether these are facts or fancies.” The events of recent 
years urge one to wager heavily on “fancy.” 

Viner believed that Keynes did not actually refute the classical 
economists but merely pointed out that money wage cuts might 
lead to adverse expectations and stifle investment. Actually 
Keynes has enabled economists to demonstrate more than this, 
namely, that the classical mechanism is not the automatic lever 
which it was thought to be. Pigou, at least, has admitted that 
there may be practical difficulties in obtaining wage cuts, and that 
adverse expectations may set in, but on a higher level of abstraction 
he has argued that, in the absence of these obstacles, money wage 
cuts will always lead theoretically to full emplo3nnent. One who 
really imderstands the working of Keynesian economics must dis¬ 
pute the classical point of view. 

In conclusion of this review of reviews, it seems fitting to consider 
the attitudes of a Ke}mesian convert and a contemporary rival. 
No better choice could be found for the former category than Pro¬ 
fessor Hansen , who is undoubtedly this country’s most famous 
Kejmeaan disciple. As shown above, though, Hansen held many 
views prior to 1936 which were not in agreement with the develop¬ 
ments of the General Theory, and when he came to review this 
work, he was not yet a confirmed Keynesian. In his review “ 
Hansen attempted to link up the new theory with Keynes’ devel¬ 
opment. According to Hansen, the theoretical structure of the 
Treatise toppled because of his own and other criticisms. It is true 
that Hansen pointed out an error in one of Keynes’- “fundamental 
equations,” but the Treatise by no means stood upon so flimsy a 
foundation. The pretentious “fundamental equations” were not 
an essential part of the Treatise, and the most that can be said 
about the recognition of this error is that it was a valid critidsm 
of tri-vial equations. The theory of the Treatise stands or falls on 

** “Mr. Keynes on Underemployment Equilibrium,” Journal of Political Economy, 
1936, Vol. XLIV, p. 667. 
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the skeleton model written down in the appendix below. What 
actually knocked over the theory of the Treatise was the replace¬ 
ment of the savings-mvestment interest theory with a theory of 
output as a whole, and Mr. R. F. Kahn is responsible for this! 

But Hansen did recognize immediately the important contribu¬ 
tion of the General Theory and saw especially the divergence from 
the classical system. He pomted out that Keynes’ criticism of the 
classics was not connected with the theory of price or distribution, 
but with the notion that there is a unique equilibrium point for 
output —at full emplojTnent. He recognized that the classical 
economists had no theory of output and employment as a whole. 
He went along entirely with Keynes on the view that the causal 
forces are found outside the price system in the psychology, expecta¬ 
tions, habits and institutions of the population. 

Hansen also claimed that it would have been better if Keynes 
had adopted D. H. Robertson’s definitions of savings and invest¬ 
ment, because they pvc a clearer picture of the causal process. 
With this point of view, rve caimot agree at all. The choice between 
the different definitions depends upon the type of system with 
which one wants to work — comparative statical or dynamical. 
If one wants to analyze merely the conditions under which different 
equilibrium situations exist, the definitions of Keynes are com¬ 
pletely adequate. This issue will be taken up at greater length in 
a later section. 

The final review to be considered here is that of H awtrey,* ^ 
Keynes’ contemporary and rival for the leadership of British mone¬ 
tary policy. On the whole, Hawtrej'’s review was critical but not 
overly unfavorable. It does seem, though, that he was too pre¬ 
occupied with a discussion of interest rates, (in fact, Hawtrey con¬ 
sidered the Keynesian thesis as primarily a revision of the clasacal 
interest theory) While this consideration is quite true, its meaning¬ 
fulness depends upon what Hawtrey thinks Keynes used to replace 
the classical interest theory. The fact that Hawtrey centered so 

^Robertson's definitions are in terms of arbitrarily defined periods. Sarongs of 
any given period equal income of the previous period minus consumption of the current 
period, investment of any given period equals income of the current period minus 
consumption of the current period. • 

“ Capital and Employtnenl, Longmans Green, London, 1937, Ch. 7. 
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much of his review upon the Keynesian interest theory seems to 
imply that he looked upon the Keynesian innovation as the sub¬ 
stitution of the theory of liquidity preference for the classical 
interest equation. If this is what Hawtrey meant, then the present 
author is not in agreement, but it is difficult to tell from his writing 
exactly what he did mean. 

CHa'ivtrey had some interesting and some confused things to say 
about the rate of interest. He was of the opinion that in many 
schemes of new investment the interest rate would play a subordi¬ 
nate role) He did not think that unfavorable interest rates would 
be an obstacle for promoters of new investment projects where 
there is competition in the carrying out of new ideas. (Furthermore, 
he considered possibilities of the expansion of demand as a more 
powerful incentive than interest rates in stimulating investment) 
Hawtrey’s opinions are all in agreement with what have lately 
been taken to be the structural characteristics of the Keynesian 
system. (But there are two points of confusion)vdth respect to in¬ 
terest rates. (He accepted Keynes’ idea that in equilibrium the rate 
of interest would be driven to equality adth the marginal efficiency 
of capital, but his acceptance was too naive) (He thought that 
lower interest rates would be desirable during a depression; hence 
he concluded that we should attempt to lower the marginal efficiency 
in order to lower the interest rate. The Keynesians really want to 
raise the marginal efficiency of capital far above the interest rate 
or to lower the interest rate far below the marginal efficiency of 
capital.) They never want to lower the marginal efficiency of capi¬ 
tal! (Another source of confusion was in the interpretation of the 
liquidity-preference equation. According to Hawtrey the theory 
behind this equation involves circular reasoning) He said that the 
monetary authority regulates the rate of interest through its control 
over cash balances, and that the demand for cash balances is based 
on what the public expects the monetary authority to do about the 
same, but that the authority only determines the rate via the 
liquidity-preference equation of the demand and supply of cash 
balances. This argument he believed to be circular. However, we 
caimot agree with him on this point. The demand for balances is 
a schedule representing how much idle cadi the people will demand 
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to hold at cadi interest rale, and its sliapc depends upon the ex¬ 
pected future course of interest rates just ns an ordinarj' demand 
function for a commodity depends uiion llic expected future price 
pattern. Once all e.xpectations and psychological behavior are 
given, the demand function is completely specified. 

On the otlier hand, the nionetaiy" autliorities make a certain de¬ 
rision as to the supply which is to interact with tlie dcmiind. This 
supply schedule is an independent function and depends upon the 
discount jwlio." of the b.mking system. The banks autonomously 
set the rate of discount, which in turn determines the money supply. 
The discount rale and tlie market rate of interest arc quite different 
variables, and the banks’ control over the former does not involve 
circular reasoning in the Iht-orj- of the determination of the latter. 
The monetary authorities, in their attempt to inllucnce the interest 
rate, try to guess what is in the public’s mind — i.c,, what is the 
form of their demand schedule for balances — and create Iwlances 
accordinj.'ly, but this is not circular. It is merely interaction, 
lyjiic.ol of all markets in the eoinomy. 

In his criticism of the .s.avings-inveslment relationship, Ilawlrcy 
concentrated entirely on Keync.s’ concepts of observables rather 
than on his concepts of schedules of economic behavior. However, 
Hawlrey's substitute dciinitions practically amount to a use of the 
terms as schedules. A description of Ilawtrcy's designed (active) 
and undesig.ned (jia.ssive) investment can be en.sily related to the 
concept of schedules. 

A minor |xjint on the matter of policy should be considered. 
Ilawtrcy declared that in limes of depression it is not the govern¬ 
ment expenditure which gives rise to employment, but instead tlie 
government Ixirrowing. He thought that this borrowing would 
have the s.ime effect if the deficit were created by a remission of 
l-axalion. In the first pl.ice, it is the net injection of more purchas¬ 
ing jxjwcr into the depressed system that gives rise to increased 
income. Ilawtrcy’s plan of remission of taxes would mean borrow¬ 
ing without increased spending on the part of the government. If 
tlie former taxpayers spend Uicir funds whicli otherwise would 
li.ivc gone into taxes and if the government docs not cut down on 
its .spending, then Uierc will be a net injection of purchasing power 
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to raise the level of income. But we can also get beneficial effects 
of spending without borrowing, for by balandng the budget at a 
high level the government can also create a net stimulus for the 
economy. In any case, either the government or private individuals 
must increase their spending if we are to do away with unemploy¬ 
ment.*^ 


THE WAGE CONTROVERSY 

In the early pages of the General Theory, Keynes plunged imme¬ 
diately into the classical theory of wages. The discussion between 
the Keynesians and non-Keynesians, resulting from this attack, 
has actually been on two different issues . CFirst there is the issue 
of the relation between the time paths of money and real wages, 
and secondly there is the much more important issue of the effects 
of money wage cuts upon employment.) 

( The spark for the first question was set off by Keynes’ conjecture 
that historical time series would show a negative correlation be¬ 
tween the rates of change of money wage rates and of real wage 
rates.) In a later article Keynes revealed the reasoning that lay 
behind this conjecture of the General Theory}^ (The conjecture 
was based on three general propositions: (1) the added cost of pro- 
dudng an extra unit of output (marginal cost) increases in the 
short run; (2) for a closed sj'stem, short-run marginal costs are not 
very different from short-run marginal wage costs; (3) prices are 
governed roughly by marginal costs. Later results have indicated 
that the short-run marginal cost curs^e is probably constant in the 
neighborhood of the existing levels of output and that there is so 
much imperfection in the system that prices are not at all equal 
to marginal costs. At any rate, Keynes’ conjecture has not been 
found to be correct in the statistical investigations that have been 
made.) 

Actually it is vexy easy to construct plausible models in wbicH the multiplier 
effect of added government spending is greater than the multiplier effect of tax remis* 
sion. One such model is that in which oxnsumption or savings depend upon income 
after taxes and investment depends upon income hejore taxes. 

** See ^'Relative Movements of Real Wages and Output,” Economic Journal^ Vol. 
XLIX, 1939, p. 34. 
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J. T. Dunlop ” and L. Tarshis “ both investigated the behavior 
of the time series of real and money wage rates. Dunlop found that 
in England increased money wage rates have been usually asso¬ 
ciated with increased real wage rates, but decreased money wage 
rates have been associated with both increased and decreased r^ 
wage rates. Tarshis’ results were for the United States, where he 
found a high positive correlation between percentage changes in 
money wage rates and in real wage rates for the period 1932-1938. 
While these statistical investigations are not of the nature of 
"rigorous proofs,” it appears that Eieynes was backing the wrong 
horse. 

COur main concern, however, is not with the empirical problem 
but with the theoretical relation of wage cuts to unemployment.) 
In the classical models of the preceding chapter, unemployment is 
not possible as long as there emst wage flexibilities. Time and again 
in the anti-Keynesian literature we find the claim that if K^nes 
would have allowed money wages to be flexible downward in his 
system, an underemployment equilibrium would not be possible. 
Then these writers have concluded that Keynes’ results follow only 
from his assumptions of rigidities. In addition to the results of 
Chapter III, above, we should examine more carefully what has 
come out of the literature on this subject in recent years. 

Pigou ** and Kaldor “ engaged in the first serious discussion of 
this question soon after the ideas of the Keynesian system began 
to take hold. Pigou admitted that he was abstracting from insti¬ 
tutional obstacles and from the possibility of adverse eqrectations. 
He then, of course, took the position that money wage cuts would 
lead to more employment. But in order to prove his point he made 
use of the proposition that the main influence of the wage cut would 
be on the interest rates. Thus far the Keynesians and the orthodox 
economists are not at odds. But when one stops to consder the 


w"The Movement of Real and Money Wage Rates,” Economic Jottrttai, Vol, 
XLVm, 1938, p. 413. 

" Changes in Real and Money Wages,” Ecowwis /paowd, Vol, XX.IX, 1939 p. 150. 
“ ”Real and Money Wage Rates in Relation to Unemployment,” Ecottomicjournali 
VoL XLVn, 1937, p. 405, and “Money Wages in Relation to Unemployment," 
Economic Jourmi, Vol. XLVIII, 1938, p. 135. 

** "Prof, Pigou on Mon^ Wages in Relation to Unemployment,” Economic Journal^ 
Vol. XLVII, 1937, p. 745. 
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end result of the reduced rate of interest, the significance of the 
Ee 3 Tiesian Revolution is quite apparent. Pigou was, according to 
tradition, using the classical assumptions about the saving schedule; 
i.e., that interest is an important variable in this function. Kaldor 
was very ready to point out that the Keynesian innovation was 
to change this function. If savings are sensitive to variations in 
the rate of interest, then the classical results become more plausible. 
If, in addition, we do not assume an interest-inelastic schedule of 
the marginal efficiency of capital or an interest-elastic schedule 
of liquidity preference, then the classical view is undoubtedly cor¬ 
rect. But if we stay close to reality the various elasticities will 
probably not be of the type to insure the existence of income- 
creating effects of wage cuts. However, the results of Chapter III 
agree entirely with the remarks of the Pigou-Kaldor controversy, 
in that the ultimate efifects of wage cuts depend upon the structural 
characteristics of the entire system. 

One of the most important points to recall from this debate is 
thatCpigou has admitted that money wage cuts will not increase 
employment unless interest rates are reduced as a result of the cut. 
Furthermore, he admitted that wage cuts and banking policies are 
merely alternative ways of inducing a change in the interest rate) 
These a dmi ssions show clearly where attention should concentrate 
when studying wage cuts within the framework of the Keynesian 
system. It very definitely removes the arguments from the mis¬ 
conceptions of rigidities and perfection of competition to the be¬ 
havior outside the price system as such, i.e., to the psychological 
and anticipational attitudes of the population. 

Cwhile there is a mutual agreement as to the effect of wage cuts 
upon interest- rates, there is not so much accord -with respect to 
the effects upon saving and investing directly. Wages enter as a 
cost in profit calculations, and thus may have some influence on 
investment decisions. But wages enter also as a component of per¬ 
sonal income, and thus have some influence on the demand for 
output, which in turn affects the level of investment^ 

If a wage cut transfers income from the wage earners to the non¬ 
wage earners of the population, then consumption -will fall and 
savings will rise. The extent of the rise or fall depends upon the 
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difierences in the mar^nal propensities to consume out of wage 
income and non-wage income. We know that wage earners, on 
the whole, occupy the lower income classes where people spend a 
very large portion of every extra dollar of income. The sector of 
the population which receives income from dividends, rents, interest, 
profits, and royalties does not spend as much from each extra dollar 
of income, because its members are largely in the high income 
brackets. The initial impact of a wage cut may be a reduction in 
the level of consumption on the part of the high spenders in the 
population and an increase in comsumption on tire part of the low 
spenders. 

It is sometimes argued by economists that the demand for labor 
is elastic, i.e., that a cut in wages may increase the total wage pay¬ 
ments. If the wage bill is increased, then consumption will rise. 

The entire consumption schedule will depend on the distribution 
between wages and non-wage income. If the distribution pattern 
is radically altered, a shift can occur in the position of the sdiedule. 
In the case where income is transferred away from the wage earners, 
the consumption schedule will fall and there will be a depressing 
influence on the level of prosperity. In the other case, the con¬ 
sumption schedule will rise. The end result is questionable. 

Since investment depends on so many things other than current 
demand and costs, it is difficult to see the influence of wage cuts 
on the investment schedule. In so far as wage cuts set up unfavor¬ 
able expectations of the future, investment will receive a very ad¬ 
verse shock. The economics of hyper-deflationary situations are 
very important and should not be ruled out. Large-scale wage 
cuts intended to alleviate unemployment are likely to cause a post¬ 
ponement of investment in anticipation of further wage cuts. Wage 
cuts could conceivably stimulate e;q)ectations,but such cases are rare. 

In order for the net influence of wage cuts on income and em¬ 
ployment to be significant there must be a shift of the investment 
function relative to the savings fimction. If there is a shift toward 
more investment but also toward more savings, the two effects may 
cancel each other. In order to make an unequivocal argument in 
favor of wage cuts, it will be necessary to show that there would 
be an upward shift of the investment schedule and a downward 
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shift of the savings schedule. This particular shift pattern seems 
unlikely, and the present writer must remain unconvinced by the 
arguments that wage cuts cure depressions. 

THE SAVINGS-INVESTMENT CONTROVERSY 

The famous arguments over the Keynesian proposition, 5 = /, 
are usually laughingly referred to as wasted hours spent on matters 
of definition. This attitude misses mucli of the point. The peculiar 
thing about this controversj', though, is that its settlement is 
much more important to theorj' than to polic}’. It is imdoubtedly 
true that some of tlic most distinguished leaders in economic policy 
are not endrelj’ clear about tlic savings-investment equation. In 
contrast, tlie preceding discussion of the wage question involves 
a verj' different situation. It makes a good deal of difference 
whether one advocates wage cuts or some inflationary measure 
during periods of unemployment. The tlrcoretical analysis of the 
effect of wage cuts may have profound influence on the govern¬ 
mental economic policy actually followed 

The entire confusion in connection ts-ith Uie sa\ings-investment 
controversy can be traced to a failure to distinguish between 
schedules and obsenvbles. The sa^•ings schedule is a relation between 
savings, income, and the interest rate which gives the amount of 
savings corresponding to cadi jwssible pair of values of the interest 
rate and national income. The investment schedule is similarly 
a relation between investment, income, and the interest rate which 
gives tlie amount of investment corresponding to eadi possible 
pair of values of the interest rate and national income. Suppose, 
for the moment, that savings and investment arc independent of 
the interest rate. This is a good first approximation. There is then 
one relationship between savings and income, and an independent 
relationship between investment and income. If these two sdicdules 
arc smooth curves, as we bdieve them to be, there will exist a 
unique level of national income such that sa\’ings calculated from 
the savings schedule equal investment calculated irom the invest¬ 
ment schedule. This is th6 savings-investment equation in the 
schedule sense. 

The term "observable savings” refers to tliat particular level of 
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savings calculated from the savings schedule from a knowledge of 
the umque equilibrium value of national income which equates 
savings and investment. Observable investment is calculated from 
the investment schedule at the same level of national income. The 
observable values of sawngs and investment are single points, 
while the schedules of savings and investment form continuous 
series of points along curves. 

The economic process is viewed as made up of a series of intersec¬ 
tion or equilibrium paints of savings and investment schedules. 
The observed level of national income for each time point can be 
considered as the equilibrium level of income corresponding to a 
set of savings-investment schedules. The observed levels of savings 
and investment arc those two values on the schedules corresponding 
to the observed level of income. All the other values of sa^nngs 
and investment along the schedules are not observed; they are 
virtual levels of saAnngs and investment corresponding to levels of 
national income other than that level which actually takes place. 
The virtual levels of savings and investment are not equal. 

Keynes is somewhat to blame for not making the proper distinc¬ 
tion himself. Thus he said; 

Income = value of output = consumption -I- investment 

Saving = income — consumption 

Therefore saving = investment.” 

Here he was talking about saving and investment as observables. 
But elsewhere he smd, "The traditional analysis has been aware 
that saving depends upon income, but it has overlooked the fact 
that income depends on investment, in such fashion that, when 
investment changes, income must necessarily change in just that 
degree which is necessary to make the change in saving equal to 
the change of investment.” ** This latter statement referred to a 
process of adjustment which achieves an eqmlibrium. 

The same situation occurs in the familiar theory of supply and 
demand. As observables over time, supply and demand are always 
equal in so far as they just represent opposite sides of the same 
transaction. But as static schedules, supply and demand are related 

“Geiienl Theory, p. 63. «/»«., p. 184. 
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in a genuine equation and are not identical. In the latter instance 
one can talk about-divergences between supply and demand at 
virtual, umbserved prices. Similarly, one can talk about divergences 
of savings and investment at virtual, unobserved levels of income. 

It is correct but uninteresting to say that supply and demand 
or savings and investment represent in each case opposite sides of 
the same transaction. It follows from definitions and not from 
economic theory that aU demanded goods or invested funds come 
from somewhere. If we designate “somewhere” by supply in the 
first case and by savings in the second, nothing has been added to 
our understanding of the working of the economic system. But if 
we construct the theories that supply and demand are equal, at 
the going market price, and that savings and investment are equal, 
at the going level of national income, then we have some real analyti¬ 
cal tools. 

The idea of regarding any observed value of national income as 
the equilibrium value corresponding to an equation between savings 
.and investment, in the schedule sense, is somewhat artificial. A 
more realistic view is that the observed levels of national income 
are observed as the result of a continuous dynamical process. 
Dynamical processes have been long constructed to apply to de¬ 
mand and supply in individual markets. A familiar dynamical 
scheme runs as follows: Supply depends upon the price levd; de¬ 
mand depends upon the price level; and the rate of change of price 
depends upon the diSerence between supply and demand such 
that prices go up when demand exceeds supply and prices go down 
when supply exceeds demand. It is very simple to form a mathe¬ 
matical model of this market structure and determine the exact 
time paths of each of the variables involved.^ 

In the above example, price serves as the equilibrating variable 
which always adjusts so as to bring supply and demand into 
equilibrium. The analogue of this adjustment process in the Ke;^es- 
ian system can easily be formulated in terms of a d)mamical 
model. In this model, savings depend upon the level of income; 

» N\uneroU5 models have been constructed by P. A. Samuelson, “The Stability of 
EpuUibrium, Comparative Statics and Dynamics,” Eeonomelrica, Vol. IX, April, 1941, 
q.97. 
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investment depends upon the levd of income; the rate of r>ian;T» of 
income depends upon the difference between savings and invest¬ 
ment such that income rises when investment exceeds savings, and 
income falls when savings exceed investment. In equilibrium, in¬ 
come has a zero rate of change; it is neither rising nor falling. The 
equilibrium, in this sense, implies that there is no difference be¬ 
tween savings and investment. Thus the Eeyneaan savings- 
investment equation can be looked upon as the equilibrium solution 
of a dynamical system. In exactly the same way, the usual supply- 
demand equation can also be looked upon as the equilibrium solu¬ 
tion of a d3mamical sj^tem. 

It is obvious that the behavior of prices in relation to divergences 
between supply and demand can be succinctly stated in terms of 
inventory fluctuations, because the difference between supply and 
demand is defined as the rate of change of inventories. Goods which 
are supplied but not demanded, accumulate in the form of stocks 
or inventories. The price adjustment relationship can be restated 
as: the rate of change of prices varies inversely with the rate of 
accumulation of inventories. It will now be shown that the savings- 
investment equation can also be formulated in terms of inventory 
accumulation. This formulation will be helpful in acquiring an 
understanding of certain cyclical patterns of national income. 

National income as calculated by the Department of Commerce, 
the National Bureau of Economic Research, and other organiza¬ 
tions is defined as the sum of expenditures on consumer goods, ex¬ 
penditures on fixed capital, expenditures on working capital (= in¬ 
ventory accumulation), expenditures by the government on goods 
and services, and the net foreign balance. Neglect, for eq)ository 
purposes, the last two items, for they have nothing to do with that 
which follows. 

The eq)enditures on working capital, or inventories, are of two 
types. One type of inventory expenditure is made by the business 
man for transactions, precautionary, or speculative motives. A 
firm must hold a certain amount of goods on hand to fill orders as 
they come in; furthermore it may hold goods in antidpation of 
price rises or liquidate its holdings in antidpation of price drops. 
In any case, it will demand a certain amount of goods in response 
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to rational economic motives. The other t 3 fpe of inventories which 
entrepreneurs hold are those that they are forced to hold because 
the market will not take all their supply at suitable prices. These 
inventories are stocks of goods that business men hold but which 
they did not intend to hold according to rational economic calcula¬ 
tions based on the transaction or speculative motive. They are 
unintended inventories. 

Now say that investment includes the intended expenditures 
on working capital but not the unintended expenditures. Then 
the fundamental definition of national income reads: consumption 
plus investment plus unintended inventory accumulation is na¬ 
tional income. We have also defined savings to be that part of 
national income which is not consumed. These two definitions lead 
to the following result: The difference between savings and invest¬ 
ment is equal to unintended inventory accumulation. 

In the light of this definition of the divergence between savings 
and investment, let us consider again our dynamical theory. The 
rate of change of income varies inversely tvith the difference between 
savings and investment, or, what is the same, the rate of change 
of income varies inversely with unintended inventory accumula¬ 
tion. This statement implies a sensible theory of entrepreneurial 
behavior. l\'hen inventories accumulate, entrepreneurs cut pro¬ 
duction and sell out of stock; when inventories are being depleted, 
they increase production in order to fill market orders. In eqmlib- 
rium when incomes are not rising or falling, it must follow that 
unintended inventories are not rising or falling, and sa"wngs equal 
investment. The equilibrium condition which brings about an 
equality between savings and investment is that unintended in¬ 
ventories are being neither accumulated nor depleted. 

A graphical picture of the savings-investment equation can be 
presented in terms of the savings and investment schedules directly, 
as was done in Fig. 1, or in terms of the consumption and investment 
schedules. The latter exposition is widely used in current discus¬ 
sions involving economic policy. 

The straight line which is inclined 45 degrees toward either axis 
is that line along which the horizontal coordinate is always the 
same as the vertical coordinate. The curve C is the consumption 
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schedule showing how much the community will spend on con¬ 
sumer goods (vertical ajds) correspondmg to each level of com¬ 
munity income (horizontal axis). We add vertically to each point 
of the C-curve, the level of investment correspondmg to each level 
of income. The investment schedule is thus the vertical distance 
between the C-curve and the (C /)-curve, which gives a par¬ 
ticular level of investment for each level of income. Savings are 
given by the vertical 
distance between the 
45-degree line and the 
C-curve. Savings are 
negative up to the point 
where the C-curve crosses 
the 45-degree line, zero 
at this crossing point, 
and potitive beyond this 
point to the right. The 
value of income, Fo, has 
two interpretations. It 
is the unique level of 
income such that con- 
siunption expenditures 
out of this, income plus investment expenditures out of this same 
income exactly add up to this same income. The equilibrium 
level of income in this type of graph is always given where the 
(C-|-/)-curve of total spending (consumption plus investment 
schedule) crosses the 45-degree line. 

The other interpretation of Fo is that it is the only level of income 
such that investment, as measured by the vertical distance between 
the (C -f 7)-curve and the C-curve, is equal to savings, as measured 
by the vertical distance between the 45-degree line and the C-curve. 
The equilibrium level of savings. So, equals the equilibrium level 
of investment, lo, but both 5 and I are measured.by different 
schedules. 

This graph represents the building block which forms the entire 
cornerstone of the Keynesian system. 

When Keynes answered his critics on the savings-investment 
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equation, he had in mind the schedule relation.^® We know this 
for two reasons. First, he explained the equation by citing the 
analogy of supply-and-demand equations in ordinary markets. 
He was thinking of savings-and-investment schedules exactly as 
we think of supply-and-demand schedules. Secondly, he claimed 
that he was old-fashioned in postulating the equality of savings 
and investment. He actually meant that he was old-fashioned 
in the sense that he postulated their equality as a result of schedule 
intersections. He emphasized the point that his real contribution 
was to change the equilibrating variable from the interest rate 
to the level of income. 

Practicall)' all the polemical articles of recent years on this 
question dealt with observed aggregates and did not get to a dis¬ 
cussion in terms of the proper concept of schedules. It seems, 
though, that the terms ex-ante and ex-post which were injected 
into these polemics have finally been boiled down to mean nothing 
but schedules and observables. If ex-anie quantities are taken 
to be schedules of economic behavior and ex-post quantities to be 
observed aggregates, then an exposition in these terms agrees ex¬ 
actly with that given above. However, a confusion in the litera¬ 
ture exists in connection with the definitions of D. H. Robertson.®’' 
Robertson has defined savings and investment in terms of periods 
which may be taken to be of some given length. The exact method 
of choosing the length is not relevant to the current discussion. 
Robertson defined savings to be income received in the immediately 
preceding period which is not spent on consumer goods in the cur¬ 
rent period. He then defined investment to be the income of the 
current period less the consumption of the current period. 

Many writers seem to think that there is some mystical, superior 
power in these definitions. It is often claimed that these definitions 
are better because they are dynamic and because they allow one 
to speak of differences between savings and investment. Both 
claims are confused. Robertson’s definitions are dynamic only in 
the most trivial sense. They define observed aggregates at different 

“ “Alternative Theories of the Rate of Interest," Economic Journal, Vol. XLVH, 
1937, p. 241. 

“Saving and Hoarding," Economic Journal, Vol. XLIH, September, 1933, p. 399. 
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points of time, but they give no functional relations of economic 
behavior, so that one can solve for each variable in the system as a 
function of time alone. Robertson did not realize the existence of 
a consumption schedule, a savings schedule, or an investment 
schedule. He has set up a few lagged definitions but has presented 
no truly dynamical relations. Although, if Robertson’s lagged 
definitions are inserted into the Keynesian functions, then a dy¬ 
namical system can be developed. This can be done as follows: 

Savings which' depend upon the current interest rate and lagged income = 
investment which depends upon the current interest rate and current income. 

The autonomous supply of money = the demand for money, which depends 
on the current interest rate and the current income. 

This is a truly dynamical Keynesian system, in which one can 
determine the time path of all variables of the system. To make 
the system dynamical, it is necessary to postulate that expenditure 
on consumption is made out of the income of the previous period. 
Robertson has supplied this idea, but he did not supply a theory 
of the consumption function which gives a definite behavior rela¬ 
tion between consumption and income. As for the other alleged 
superiority of the Robertsonian definitions, it is not the only 
formulation which admits divergences between savings and in¬ 
vestment. Such divergences are also permitted in the Keynesian 
definitions — but not at observable levels of income, only at virtual 
levels. In a static Keynesian s 3 rstem, there can be differences 
between savings and investment only when the system is not in 
equilibrium. Similarly, in the static theory of supply and demand, 
there can be differences between supply and demand only at virtual 
prices which are not equilibria. 

THE INTEREST CONTROVERSY 

The phenomenon of interest presents one of the most difficult 
problems of economic theory. Economists are now, however, 
coming to the mew that the rate of interest is not a very important 
variable in the modern economic world, but theories of the rate of 
interest are in a most unsatisfactory state. Keynes has opened 
the road, and economists must in the future study more carefully 
the motives behind the holding of money as against earning a^ts. 
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The controversy of present concern is that between the liquidity- 
preference (Keynesian) theorists and the loanable-funds theorists. 
There are two questions essentially: (1) Are the two theories the 
same? (2) If they are not the same, which theory is the better? 
The answer to the first question would be a simple and straight¬ 
forward economic analysis if the loanable-funds theorists would 
.only define precisely what is meant by loanable funds. It shall 
be shown below that it is quite simple to answer question (1) when 
certain specific definitions that have been used by loanable-fimds 
theorists are assumed. The other question is less easy to handle, 
but the liquidity-preference theory is preferable imder those defini¬ 
tions where the two theories are not the same. 

There have been at least three attempts in the literature to prove 
that the two theories give identical results, but all three proofs 
must be rejected as unsatisfactory. The attempt of Hicks was 
mentioned previously.^* He argued that interest, like all other 
prices, is determined as a solution of a general equilibrium system 
of » equations. He made the old argument that one equation 
follows from all the rest and that it can be eliminated. As far as 
Hicks was concerned, tins was all the apparatus that he needed 
to prove his point, since he then had the choice of eliminating either 
the equation of supply and demand for money or the equation of 
supply and demand for credit. Depending upon which equation 
he eliminated, he could be either a loanable-funds theorist or a 
liquidity-preference theorist. If, as Mr. Lemer has publicly re¬ 
marked, he had eliminated the supply of and demand for peanuts, 
what then? 

In this case, he cannot claim to be either a loanable-funds theorist 
or a liquidity-preference theorist, and yet the rate of interest gets 
determined. Hicks was quite correct in stating that the same 
rate of interest is obtained as a solution to the system of equations 
no matter what single equation is eliminated, but nothing has been 
proved by this argument. It does not tell whether the rate of in- 

These theorists maintain that the rate of interest is determined by the supply and 
demand for loanable funds. The discussion to follow in the teat will attempt to point 
cut the various definitions of loanable funds which have been suggested. 

** See Value and Capital, London, Oxford, 1939, Chapter XII. 
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terest is the mechanism which allocates funds into idle hoards as 
opposed to earning assets or which brings the supply and demand 
for loans into equilibrium. It does not tell whidi building-block 
should be fitted into a determinate system. 

The mere enumeration of equations and variables is misleading. 
It is necessary to the Keynesian theory that the shapes as well as 
the number of schedules be taken into account. The liquidity- 
preference theory, being a genuine part of the completely deter¬ 
mined Keynesian system, is always consistent with the conditions 
imposed upon the shapes of the schedules. Since the loanable- 
funds theory has never been made part of a completely determined 
system, there is no assurance that it will be consistent with the 
conditions of the Keynesian system. In fact, accor ding to certain 
definitions, the supply and demand for loanable funds reduces in 
some cases to the savings-investment equation. It was shown in 
the previous chapter that the savings-investment theory of inter¬ 
est does not satisfy the Keynesian conditions. 

Imagine the case where all investment is made from borrowed 
capital and all funds to finance this borrowing are made from cur¬ 
rent savings. The supply of loanable funds in some versions of the 
theory is the same as saiings, and the demand for loanable funds 
is the same as investment. A loanable-funds theory of interest 
should imply that regardless of the levels of other variables influ¬ 
encing savings and investment, there should always exist a rate of 
interest which will equate savings and investment. The Ke 3 Tiesian 
theory shows that there do exist levels of the other variables, 
namely full-employment income, such that no poative rate of 
interest will equate savings and investment. 

Another reconciliation of liquidity preference with loanable 
funds was attempted by Lemer.®° He defined the supply of credit 
as savings plus the net increase in the amount of money during a 
period, and the de;mand for credit as investment plus the net 

30 “Alternative FormelatioDa of the Theory of Interest," Ectmortac Journal, Vol. 
XLVin, June, 1938, p. 211. In a recent article, Lemer has restated his views on hi- 
terest theory, but there seems to be no change of his position on the consistency of the 
loanable-funds and liquidity-preferetKe theories. S« “Intmst Theory: Supply Md 
Demand for Loans or Supply and Demand for Cash," Remew of Economc Statistics, 
Vol. XX^ May, 1941, p. 88. 
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hoarding during the period. These are precise definitions of the 
supply and demand for loanable funds, and, moreover, have been 
approved by an eminent loanable-funds theorist, Professor Haber- 
ler.®' Use of these definitions shall be made. Denote the net increase 
in the amount of money by A3f and the net hoarding by AX; 
Lemer’s version of the reconciliation has been graphically illus¬ 
trated as in the accom¬ 
panying figure. 

Lemer argued that the 
supply of loanable fimds 
(5-t-Ailf) during the cur¬ 
rent period is brought 
into equilibrium mth the 
demand forloanablefunds 
(/ -h AX) during the cur¬ 
rent period at the rate, r'. 
He then went on to say 
that this same rate will 

Saving,. Invotmcnt. Money 

Figure 8. supply for money, giving 

consistency with the liquidity-preference theorj'. This latter result 
was achieved by adding a constant, Mo, the amount of money held at 
the beginning of the period, to both the AUX and AX curves. There is 
a serious pitfall in his procedure. It was an error to make the sav¬ 
ings and investment schedules coincident. If this were the correct 
presentation of the saving-investment process, then there might 
not be a determinate system, and the theoretical base might rest 
upon Say’s Law, in the sense that savings are automatically the 
same as investment without there being a mechanism which brings 
them into equilibrium. In Lemer’s graph, income is treated as an 
arbitrary constant. Let it be supposed that income is at the full- 
employment level. Then the S-cvarve and the /-curve are as dranm 
in Fig. 4 of the preceding chapter. They do not intersect in the 
relevant portion of the graph. Consequently when the curves A/f 
and AX a^e added to them respectively, the resulting curves will 

See Prosperity and Depression, League of Nations, Geneva, 1939, p. 1S4. 
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not intersect along the line f*. We cannot accept Lemer’s two- 
dimensional theorem, which leaves out of account the level of 
income. 

The above demonstration is certainly in agreement with the 
intuitive idea that the liquidity-preference theory, because it is 
stated in dimensions of stotis, cannot be identical with the loanable- 
funds theory, which is stated in terms of flows. 

A third attempt was made by Fellner and Somers to prove that 
the two theories amount to the same thing.’* Perhaps this at¬ 
tempt was successful, but if it was, then deflnitions of supply and 
demand for loanable funds take on some new connotations. Working 
with a building-block theory and assuming income as given, these 
writers broke up the liquidity-preference function into three parts: 
(1) the demand for goods other than claims; (2) the demand by 
people for their own money; fSl the demand for claims. The totire 
problem revolves around the definition of claims, for these define 
&e demand for loanable funds in their analysis. They handled 
tiiis problem as follows; 

The definition of daims is admittedly arbitrary and must depend on what 
we want to call "the rate of interest” on what we want to include, by 
definition, in the interest structure). But once we have decided on any defini¬ 
tion of “claims” we must, of course, be consistent in what we regard as “the 
rate of interest,” since the latter is but a slightly different expression for the 
price of claims.” 

It is possible to define claims so that the two theories become 
identical. 

On the supply side they also separated three categories; (1) the 
supply of goods other than claims; (2) the supply by people of thdr 
own money; (3) the supply of daims. Then they took the supply 
of goods other than daims and the demand for goods other than 
dmms as independent of the interest rate and equal in any general 
equilibrium situation.” Also they used the identity that the de- 

" "Alternative Monetary Approaches to Interest Theory," Rmem ef Bcommie 
Slalisties, Vol. XXHI, 1941, p. 43. 

»IWa.,noteI3,p.4S. 

This is, of course, unsatisfactoiy because it follows only from the enumerating of 
variables and equations without considering the influence of the shape and position 
of ail schedule relarions* 
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mand by people for their own money equals the supply by people 
of their own money regardless of the interest rate. With these 
two relations, it follows that the sum of their three supply categories 
is equal to the sum of their three demand categories at the same 
interest rate for which the demand and supply of claims are equal. 
The first equality they call the liquidity-preference equation, and 
the second equality they call the loanable-funds equation, and 
both equalities lead to the same interest rate. Their procedture, in 
effect, amounts to defining that part of the equation of the supply 
of and demand for money which depends upon the interest rate as 
the supply of and demand for loanable funds. If this is what the 
loanable-funds theorists mean, then they have a theory which is 
quite consistent with the liquidity-preference theory, but they 
cannot characterize the loanable-funds theory in this guise as a 
theory of flows. Fellner and Somers have defined claims as the 
stock of eanung assets other than that which one supplies and 
demands of his own earning assets. 

If the two theories are stated in terms of stock dimensions rather 
than flow dimensions, then they will come to the same thing and 
there is nothing to choose between them. But the more usual 
treatment of the loanable-funds theory is in terms of floivs, while 
the liquidity-preference theory is unequivocally one of stocks. In 
the more usual cases there do exist reasons for the superioritj’’ of 
the Keynesian theory. T. de Scitovszky “ has stated, better than 
anyone else, the economic reasons why an interest theory should 
be a theory of stocks rather than of flows. 

Scitovszky has pointed out that in ordinary supply-and-demand 
analysis, price is the allocating mechanism between two flows, and 
that this approach is legitimate when dealmg with commodities 
for which there are not large stocks or for which the stocks are in¬ 
dependent of the price. But in the case in which stocks are signifi¬ 
cant and are dependent upon price, he claimed that the equation 
of supply-demand flows may not lead to the correct result. His 
argument amounts to the following: Suppose that current produc¬ 
tion and ^consumption flows for some good are in equilibrium at 


“ "A Study of Interest and Capital,” Economka, N. S., Vol. VH, 1940, p. 293. 
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the current market price and that this price is also an equilibrium 
point for the supply and demand for stocks. If now there is a 
shift of consumer demand for the good, the establishment of a new 
price at which the two flows will be in equilibtimn will be retarded 
by the adjustment of stocks to the new price. If the shift of de¬ 
mand r^resents a decrease in consumers’ derires for the good, 
price will tend to fall in order to bring the flow schedules into equi¬ 
librium. But then the holders of stocks may want to increase their 
holdings at the lower price. Hence the stockholder behavior may 
coimteract the flow adjustment and can prevent it from taking 
place. 

It is certainly obvious that money and earning assets are com- 
modiries which do possess very large stocks. We know that interest 
is earned on existing stocks of assets as well as on the current flows. 
Interest is not the allocating mechanism between the supply and 
demand for credit flows, rather the allocating mechanism between 
the holdings of stocks of earning and non-earning assets. 

By a very neat argument based on the theories of consumer be¬ 
havior and utility, Scitovszky was able to show that the demand 
for the holding of securities is a decreasing function of price. The 
argument gives a formal substantiation of Keynes’ assumptions 
about the shape of the liquidity function. 

In essence, the Keynesian contribution was to point out that 
people can make two distinct types of decisions. They may decide 
upon saving or consuming their incomes, and they may deride 
upon holding idle cash or non-liquid securities. Each derision re¬ 
quires an economic calculation. In the former case, individuals 
decide on the basis of their incomes how much they want to spend 
on consumption and at the same time how much they want to save. 
In the latter case, they must deride on the basis of alternative rates 
of return (r.e., interest rates) whether they want to hold their 
historically accumulated savings in the form of cash or securities. 
The distinction between these two sets of- derisions clearly calls for 
a liquidity-preference theory of interest. 
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ANTICIPATIONS OF THE GENERAL THEORY 

"Those who are strongly wedded to what I shall call ‘the classical 
theory’ will fluctuate, I expect, between a belief that I am quite 
wrong and a belief that I am saj'ing nothing new.” ^ Did Keynes 
actually say something new? He certainly said something quite 
different as compared with what most other economists were say¬ 
ing at the time, but it is not diflicult to find in the literature of 
economics many of the same ideas earlier expressed. In fact, 
somewhere in literature every element of the Keynesian system 
was at some time discussed. But no single theorist ever worked out 
a complete and determinate model based on (1) the propensity to 
consume (save), (2) the marginal efficiency of capital, and (3) li¬ 
quidity preference. All the predecessors of Keynes to be discussed 
in this chapter failed to make use of one or more of the Keynesian 
ideas. Furthermore, many of these forerunners had not clearly in 
their minds the theoretical formulations, and it is often necessary 
to read between the lines in order to reconcile their views with 
those of today. We shall make no attempt to consider every author 
in history who discussed economic problems along the lines of 
Keynesian analysis, but shall merely select some of the better 
known cranks, heretics, and respectable economists who have 
concerned themselves with the problem of unemployment. 

EARLY IDEAS ON SAVINGS AND INVESTMENT 

We saw above that the generalized model of the Ke 3 Tiesian 
system can be written as a savings-investmetit equation and a 
liquidity-preference equation. But since there has never appeared 
emdence of any previous writer’s working with this determinate 
system, the present study must be confined to one of buUding- 
blocks, for these did appear throughout much of the literature. 


‘ General Theory, p. i. 
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Nobody, apparently, anticipated both buildbg-blocks, and the 
writers who are included in this chapter can be conveniently classi¬ 
fied according to which building-block they did anticipate. In this 
section, then, are included those economists who have at some 
time worried about the problems of saving and investing — the 
imder-consumptionists. 

In many cases it is impossible to say whether or not any earlier 
writers cobd have had any direct influence on the development 
of Keynes’ ideas. It may be that he always developed his ideas 
independently, and then pointed out others who had previously 
expressed similar ideas. But in one instance, we can be reasonably 
sure that Keynes derived a profound inspiration. T. R. Malthus, 
a respectable and highly competent economist, was openly admired 
by Keynes, and, at a time w'hen the revolution was about to be 
executed. In his Essays in Biography,^ finished by February, 1933, 
Keynes paid great tribute to Malthus and particularly noted the 
latter’s discussion of effective demand. As was mentioned in a 
previous chapter, the break between Keynes and his contemporaries 
can be likened’ in many ways to the dispute which occurred after 
the Napoleonic Wars behveen Malthus and Ricardo. The issues 
in each case were essentially the same. Malthus and, later, Keynes 
wanted to replace Say’s Law with a theory of effective demand. 
There can be little doubt that Keynes was aware of this historical 
similarity and must have profited much from a perusal of the early 
literature. 

Like the Keynesian Revolution, Malthus’ contribution to the 
problem of unemployment was a product of his times. He lived 
through the prosperous, developmental period of the Industrial 
Revolution and then the later boom of the Napoleonic Wars. But 
following the wars was a period of great unemployment and de¬ 
pression mthout a very rapid recovery. The influence of the socio¬ 
economic milieu showed up very much in the Malthusian economics. 
Malthus was impressed, as were so many economists in the recent 
interwar period, by the contradictory phenomenon of poverty in 
the midst of plenty. The prevalent unemployment wjs all the 


* Essays in Biography, Harcourt, Brace, New York, 1933. 
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more a problem ^ce it was unnecessary. The economic resources 
were available and the population desired the fruits of the employ¬ 
ment of these resources. But Malthus saw something that those 
preoccupied with Say’s Law could not possibly see, namely, that 
while the people desired to consume they did not demand efiectu- 
ally to consume. A theory of effective demand was necessary to 
erjplain the then current depression. 

As is well known. Say, Ricardo, and Mill held that a general 
glut of the market could not occur. They maintain^ that mal¬ 
adjustments could occur in spedfic industries to create temporary 
shortages and gluts. But in general, they postulated that produc¬ 
tion regulates consumption via Say’s Law. At the market rate of 
interest, they held that all savings go automatically into invest¬ 
ment. This is the doctrine which Malthus denied in his Principles 
of Political Econcmyi first publidied in 1820. He, instead, claimed 
that effective demand determines consumption, which in turn de¬ 
termines production. 

If Malthus had developed a complete theory of the determination 
of effective demand he would have been very close to the present 
Keynesian system. He knew why effective demand is important, 
and he knew its true meaning, but he had no adequate theory of 
how it gets determined. Such has been the case with most of the 
under-consumption theorists. They have adequately analyzed 
only part of the process. They understood well the savings-con- 
sumption side of the picture, but they usually failed to integrate 
it properly with the investment side. 

Malthus knew that saving is a necessary condition for the occur¬ 
rence of capital accumulation, but he did not argue that- saving 
must take place at the expense of xonsumption. He gave a dear 
explanation of a way in which both savings and consumption could 
increase in a period of uriemplo)rment. He said: 

It [saving] may take place, and piactically almost always does take place, 
in consequence of a previous increase in the value of the national revenue, in 
which case a saving may be effected, not only without any diminution of de¬ 
mand and tibnsumption, but under an actual increase of demand, consumption 
and value during every part of the propess. And it is in fact this prewous in¬ 
crease in the value of the national revenue which both gives the great stimulus 
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to accumulation, and makes that accumulation effective in the continued 
production of wealth.’ 

Here Malthus recognized that savings depend upon income such 
that an increase in income leads to an increase of savings. Also 
since we know that he understood the relationship between con¬ 
sumption and savings as alternative ways of di^odng of income, 
it follows from his statement that the marginal propensity to save 
is less than imity because the increment to income which he en¬ 
visaged was made up of an increment to savings and an increment 
to consumption. He was able to imagine a situation in which both 
savings and consumption could increase only because he did not 
follow his contemporary classical economists in taking the level 
of output as given. He spoke over and over of saving habits and 
attitudes, and provided a basis for the theory of the savings schedule. 

In addition to a theory of the saving process, Malthus saw how 
savings interact with investment, but he never went adequately 
behind motives for investment. At times he seemed to imply that 
investment is entirely a function of national income. Consider the 
following quotation: 

. . . but tbe national savine, in reference to the whole mass of producers 
and consumers, must necessarily be limited by tbe amount which can be ad¬ 
vantageously employed in supplying the demand for produce; end to create 
this demand, there must be an adequate and effective consumption either 
among the producers themselves, or other classes of consumers.* 

The substance of the above two quotations signifies that Malthus 
might have been working with the proposition that the equation 
of savings and investment determines the level of effective demand, 
but the exposition is not dear-cut. A better analysis of what de¬ 
termines the shape and position of the investment schedule would 
probably have led to a Malthusian Revolution. 

Now that we have in mind some of the major points of the Mal¬ 
thusian theory of employment, let us condder some of the more 
spedfic arguments whidi Malthus made that are relevant to 
modem economics. In agreement with his views about the savmgs 

’Principles of Politieal Economy. Reprinted by International Economic Circle, 
Tokyo, in collaboration with the London School of Economics and Political Science, 
1936 (first published 1820), pp. 365-366. 



128 


THE KEYNESIAN EEVOLTJTION 


function, he was aware that income and wealth distribution have 
some effect upon the level of savings. He realized that savings 
come out of larger incomes or land holdings and that a more equi¬ 
table distribution of income would stimulate consumption. He said 
unambiguously that; 

Thirty or forty proprietors, with incomes answering to between one thousand 
and five thousand a year, would create a much more effectual demand for the 
necessaries, conveniences, and luxuries of life, than a single proprietor possess¬ 
ing a hundred thousand a year.‘ 

Malthus had some enlightened views with regard to the public 
debt and its effect upon the economy. Being a good theorist, he 
realized that the public debt is not theoretically a problem, pro¬ 
vided the interest burden does not exhaust the national income. 
But also being alive to the practical issues of the real world, he 
was against the public debt as an rmnecessary evil. He objected to 
the debt on three grounds: 1. He thought that taxation to meet 
the interest pasments might be an obstacle to production. 2. The 
mass of population considered the debt to be a bad thing and would 
be relieved by its liquidation. 3. It would accentuate the evils of 
inflation and deflation, harnung some dass no matter which event 
occurred. It is interesting to see that he linked his theory of em¬ 
ployment with the attitudes of the population. 

Malthus was disappointing on one question, that of wage cuts in 
relation to unemployment. We should expect that one who em¬ 
phasized so strongly the theory of effective demand would not 
have considered money wage cuts as a stimulus to emplojmient. 
His argument followed along the strictest dassical lines of thought: 

An extension of foreign commerce, according to the view which Mr. Ricardo 
takes of it, would, in my opinion, place us frequently in the situation in which 
this country was in the early part of 1816, when a sudden abundance and cheap¬ 
ness of com and other commodities, from a great supply meeting a deficient 
demand, so diminished the value of the income of the country, that it could 
no longer command the same quantity of labour at the same price; the con¬ 
sequence of which was that, in the midst of plenty, thousands were thrown out 
of employment — a most painful but almost unavoidable preliminary to a 
fall in the iConey wages of labour, which it is obvious could alone enable the 

•IMd., p. 374. 
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general income of the coimtry to employ the same munbet of labonrers as be¬ 
fore, and, after a period of severe check to the increase of wealth, to recom¬ 
mence a progressive movement.^ 

Let US State now a summary of Malthus’ view of the cyclical 
pattern and his positive program' for reform. His business-cyde 
theory was ’’ that in prosperity the wealthy individuals save larger 
amounts out of their increasing incomes, and thereby enable invest¬ 
ment and the hiring of productive laborers to take place. As a 
result of the passage of savings into investment, more goods are 
put on the market for sale, but dnce there is a limit to the avail¬ 
able number of workers and since it takes time to change consump¬ 
tion habits, the effective demand for consumption does not rise 
fast enough and there is a glut of the market. The savings of the 
wealthy thus pve rise to a lack of effective demand. The s)rstem 
then goes into a depression, and production falls off. With money 
wage cuts and more favorable opportunities for profit, recovery 
is initiated. He advocated as an ameliorative measure the main¬ 
tenance of unproductive consumption through public-works 
schemes. The concept of unproductive consumption was Malthus’ 
main contribution to a solution of the economic problem. An un¬ 
productive consumer was defined as one who sells services ■without 
produdng concrete goods for the market in return. Factory 
laborers sell their services to the employer and produce goods in 
return. In the Malthusian scheme, they are producti-ve consumers. 
But servants who sell their services to their master and produce 
no concrete goods come under his definition of unproductive con¬ 
sumers. Malthus believed that our salvation lay in unproductive 
consumers since they have purchasing power to dear the glut from 
the market and do not add anything to the glut as a result of their 
economic services. In many respects the ideas of Foster and 
Catchings, to be explained bdow in this section, were similar to 
Malthus’ ideas built around improductive comsumption. How¬ 
ever, Keynes would have to disagree 'with Malthus (and Foster and 
Catchings) and argue that in periods of unemplo)Tnent a high level 

•/Wa.,p.393. ’ 

'See James J. O’Leary, "Malthus and Keynes,” Journal oj Pditkal Economy, 
V 0 I.L., 1942, p. 901. 
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of investment, whether it employs productive or impioductive 
consumers as laborers, would be a net- stimulus to the level of in¬ 
come and prosperity. 

After Malthus, and some of his contemporaries, the next writers 
of the under-consumption school did not flourish until the turn 
of the century, when Hobson was beginning to become prominent. 
However, we can find in Marx, who followed soon after l^Ialthus, 
parts of the general under-consumption analysis. It is true, 
though, that Marx anticipated Keynes differently than did the 
majority of under-consumption writers. There has been some dis¬ 
agreement among economists on the relationddps between Keynes 
and Marx. D. Dillard, who has done some brilliant work on the 
relations between Proudhon, Gesell, and Keynes,® has argued that 
since Ke 3 mes praised the work of Gesell, the anti-Marxian, &dple 
of Proudhon, there is probably little substance in the hlarx-KejTies 
comparison. Furthermore Keynes has, wrongly we believe, referred 
to Capital as “an obsolete economic textbook ... not only scien¬ 
tifically erroneous but without interest or application for the modem 
world.” * But the incontroverrible fact stands that some of the 
modem Marrists who think seriously about economic affmrs have 
supported Keyneaan economics. TVhat is there in Keynesian eco¬ 
nomics that would appeal to a Marxist? 

First we should comment on Dillard’s reasoning before we con¬ 
sider the above question. As will be shown below, the main con¬ 
tribution of Gesell and Proudhon to Ke 3 ’nesian economics was 
through the theory of money and the interest rate. These anti- 
Marxians had comparatively little, indeed, to say about the more 
important building-block of the system, namely the theory of 
savings and investment. Say’s Law and effective demand were 
neglected by these two writers, who were purely monetary reformers. 
On the other hand, Marx was little interested in a theory of the rate 
of interest. It. is very possible for Marx to disagree with Gesell, 
Proudhon and even Keynes on matters of interest theory or policy 

• “Keynes and Proudhon,” Jovnui cf Econmic Eisicry, Vol. II, 1942, p. 63; and 
Proudhon, Gesdl, and Keyna;An Imssfi^alian ojSome "Anti-itarxion SocicKsI" Ardt- 
cedents oj Keynes' General Theory Employntent Interest and Money, Aug. 1940, 
Ph.D. Thesis, Univ. of Cialifotnia. 

’ Essays in Persuasion, p. 300. 
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and yet be in agreement with other Keynesian doctrines about the 
movement of a capitalist economy via the process of sen^ng 
sawngs into profitable investment. 

In general, we can say that Marx analyzed the reasons why the 
capitalist system did not and could not function properly, while 
Keynes analyzed the reasons why the capitalist system did not 
but could function properly. Keynes wanted to apologize and 
preserve, while Marx wanted to criticize and destroy. 

Both writers looked at the system as an aggregative whole and 
did not tie themselves up in the hopeless confusion of microstatics, 
but the methodology of Marx and Keynes was in important reqrects 
quite different. Keynes has always been extremely classical in his 
methods of economic analysis, but Marx was unorthodox. There 
is an infinite difference between the two proportions: 

Constant capital plus variable capital plus surplus value is equal to the value 
oi total output. 

and 

Consumption, which depends upon income, plus investment, which is an 
autonomous variable, is equal to the value oi national income. 

If Keynesian economics were couched entirely in terms of ob¬ 
servable aggregates, as in the first proposition, which comes from 
Marx, the two methodologies would be quite similar. Bxit all tlie 
imporlanl Keynesian results •were derived from schedides of economic 
behavior and not from defined relations among observables. Ke 3 mes 
did, however, speak of and make use of certain historical trends 
within the capitalist system, and this is where his results dovetail 
with those of Marx. 

With these points in mind, it would seem that the prindpal 
relation between Keynes and Marx would be in their respective 
conceptions of the historical time paths of the marginal efficiency 
of capital and the rate of profit. 

According to Marx, the rising amount of fixed capital in relation 
to variable capital (organic composition of capital), due to accumu¬ 
lation, pushes down the rate of profit. A gap vdll be,left which 
consumption will not fill, thus giving rise to a fundamental con¬ 
tradiction within the capitalist process. The theory of the falling 
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rate of profit rests upon the relation; the rate of profit d^ends, by 
definition, upon the rate of surplus value (exploitation) and the 
organic composition of capital.’® 

This dependence is such that the rate of profit varies inversely 
with the organic composition of capital, if the rate of surplus value 
is constant, as was assumed by Marx. 

Kesmes went behind the forces determining the marginal efficiency 
of capital for any given point of time — he was working with a 
schedule. Marx went behind the historical forces in a certain sodal 
setting which determine the rate of profit. But Keynes and Marx 
did not reach diflerent conclusions about the time pattern of returns 
from private enterprise. Both authors predicted a declining trend 
for this variable due to a high rate of capital accumulation in the 
past. Keynes gave the basis for the modern stagnation thesis, a 
thesis not at all unattractive to Marx and the Marxists, who have 
long predicted the falling rate of profit. 

With regard to the savings side of the important savings- 
investment relations, hlarx did not give an analysis comparable 
to that of Keynes. At most, Marx theorized that capitalists save 
their surplus incomes and then attempt to invest these savings 
in profitable enterprises. He, of course, was well aware of the 
influence of the capitalistic shape of the income distribution on the 
level of savings. 

On the subject of busincss-cyde theory Marx was too edectic 
to be pinned dorvn to a particular idea. It is often claimed that 
he did support an under-consumption theory partially, but we 
diall never know what he would have done with the development 
of this theory' had he lived longer. However, practically all the 
under-consumplionists have germs of the Keynesian system in their 
theories, and Marx w’as no.exception. 

It is worth while to proceed in the spirit of the Marxian tradition 
and attempt to formulate more predsely the relationships that 
would go into a Mar.\ian model of effective demand. We can then 
obtain a better view of 'the relationship between Marx and Kejmes. 

Consumption in the Marxian system is made up of two parts, 

‘•See Paul M. Sweezy, The Theory of CapilalisI Derdotmenl, Oxford, New York 
1942, p. 68. 
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that of the wage earners and that of the capitalist. It is usually 
claimed that wage earners spend all their income on consumption. 
This means that their marginal propensity to consume is exactly 
unity. This extreme view is not supported by data from family 
budgets and public opinion polls. In the modem world we find 
that people in the very low income groups save a small part of an 
extra dollar of income. Their marginal propensity to consume is 
probably 0.8 or 0.9, rather than unity. At any rate, there is no 
fundamental change in the structure of the s)^tem if the workers’ 
marginal propensity to consume is slightly less than unity. 

The other component of consumption, consumption by capital¬ 
ists, depends upon the income of capitalists such as profits, interest, 
and rents. The sum of all capitalist income is called surplus value 
in the Marxian system. The marginal propensity to consume out 
of surplus value income is small, say 0.1 or 0.2. 

Capitalists may spend their surplus value in two ways. They 
may purchase consumer goods or producer goods. In addition to 
their propensity to spend on consumer goods, we must account 
for their propensity to spend on producer goods. The latter pro¬ 
pensity is the investment schedule. As was done in the Keyneaan 
system, the propensity to invest may be modified downward by 
the accumulation of fixed capital. 

We may finally round out this system by stating the Mandan 
proposition that the ratio between surplus value and total wage 
pa 3 nnents is constant. This is the fa mili ar constant rate of surplus 
value, an institutional constant of the system.” 

The complete Marman system may now be expressed as follows: 

Consumption depends upon wages and upon surplus value. 

Investment depends upon surplus value and upon accumulated capital. 

Wages are proportional to surplus value. 

National income is equal to the sum of consumption and investment. 

National income is equal to the sum of wages and surplus value. 

u A rational explanation of this institutional constant can easily be pven. If the 
technological production function is of the linear-logarithmic type used in the deriva¬ 
tion of the Keynesian system given in the appendix, then a constant ratio bet»^ 
wages and profits follows by mazhnising surplus value subject to the technological 
constraint. In this formulation, total output is net of the terms in Marx’s co iw tant 
cajntal — depredation and raw materials. Total ontput is defined as net national 
income. 
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There are five relationships and five imknown variables — con¬ 
sumption, -wages, surplus value, investment, national income.^ 
The system is completely determinate if all the schedules are well 
behaved. 

If the marginal propensity to consume out of wage income is 
actually unity, then the Marxian S 3 rstem places the entire blame 
for the business cycle and depressions on capitaUsts, for they are 
the only people in the economy who save under these circum¬ 
stances. It is only they who can generate sa-vings which do not get 
offset by profitable investment outlets. However, if we take the 
marginal propensity to consmne out of wages to be less than unity, 
the burden of saving is di-vided between laborers and capitalists. 
In this formulation, the capitalists cannot be blamed for all the 
saving, as well as a failure to invest at full-employment levels. 
They can only be blamed for not offsetting properly the savings of 
both classes, laborers and capitalists. 

We may dynamize this theory in the same way that we dynamized 
the Keynesian system. We may introduce lags into the investment 
equation, define investment as the rate of change of capital stock, 
etc. It is easy to determine the time paths of aU variables in the 
system as a result of these dynamizations. The Marxian theory 
of the falling rate of profit -will then follow directly from the time 
path of the profit rate in these dynamical models. 

Under-consumption contemporaries of Ke 3 Ties have handed 
do-wn an interesting body of economic doctrine. Any of these 
writers could have beaten Keynes to the North Pole had they 
possessed the faculty of rigorous formalization of their heuristic 
propositions about the beha-vdor of the economic system. They 
could see clearly that the difficulty lay in the fact that there was 
not adequate purchasing power to clear the market during depres¬ 
sion; in other words, they saw the failure of effective demand just 
as Malthus saw it many years before, after the Napoleonic Wars. 
However, when they attempted to explain the failure of effective 

^ We maVe the usual assumption that the stock of accumulated capital can be taken 
as given in the short run. We can generalize by adding the relation: Investment equals 
the rate of change of the stock of capitaL Tl^ must be done for the study of dynamical 
behavior in this system. 
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demand, they were not entirely correct, because-they had no ade¬ 
quate theories of the manner in which the level of effective HpmnnA 
gets determined within our economic system. Usually the under¬ 
consumption writers looked at one single feature of the process 
which seemed outstanding to them and then based their entire 
program on a correction of the angle, supposed maladjustment. 
They failed to see the more complicated interrelations within the 
economic system as a whole. 

The principal point of all under-consumption writers was that 
because a fraction of the national income is saved, the demand for 
finished consumers’ goods becomes inevitably too small to clear 
the market for these goods, and a general glut occurs. Some postu¬ 
lated a periocfic appearance of glut and scarcity while others postu¬ 
lated a steady, stagnant glut. The main difference between their 
theory and the teachings of Keynesian economics is that they 
looked upon samngs as defiationaty whether they are offset by 
investments or not, wliU'e Keynes considered as deflationary only 
savings which do not get invested. Throughout much of the under¬ 
consumption literature we find references to the proper balance 
between the position of zero consumption out of income and 100 
percent consumption. Their idea was similar to that, more re¬ 
cently, of Lange ** — an optimum propensity to consume. As far 
as we are concerned, tie optimum propensity to consume (»»//« 
scheduh sense) is that propensity which interacts with the invest¬ 
ment schedule to give a full-employment level of national income, 
and there are an infini te number of consumption functions which 
will do this. 

The heretic J. A. Hobson was certainly one of the best under¬ 
consumption writers and was one of the first to carry on in the 
tradition of Malthus. Hobson’s main point of disagreement with 
the existing economic order was in the distribution of income. 
ThercNis much truth in what Hobson had to say, and it may be 
that he was correct in choosing the most fundamental flaw in the 
capitalist system as the unequal distribution of income, although 
this may not be a strategic factor in the determination,of output 

” ''The Rate of Interest and the Optimum Propenaty to Consume/* Econotmea, 
1938, p.l2. 
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as a whole. A rough presentation of his argument is the following: 
The common experience of tlic real world is a tendency for produc¬ 
tion to outrun consumption. This situation is caused by the fact 
that the rich are able to save part of their excessively large incomes 
and to invest this savings in the construction of capital goods to 
produce even more consumption goods. In this way, we accumu¬ 
late more than enough producers’ goods to supply the effective 
demand for consumption. The economic checks of fluctuating 
interest rates and prices introduce a cyclical pattern sometimes 
making for a high level of production and emplo 3 mient and some¬ 
times causing depressed levels of production and employment. 
But no boom can sustain itself, because of the chronic failure of 
consumption which, in turn, can be traced back to the income 
distribution. The only permanent remedy envisaged bj' Hobson 
was redistribution of income. 

It is certainly impossible to refute Hobson’s contention that the 
existing income distribution encourages sa\ing, but we are not 
ready to assume that over-sa\’ing would be Impossible in a capital¬ 
ist society witli a perfectly equal income distribution. If an economy 
were organized according to the principles of theoretical socialism, 
it is quite conceivable that there would be a much lessened desire 
to save 'n'iUr an equalized income distribution. In such an economy 
there are no financial hardships of old age, disability, unemploy¬ 
ment, etc. Furthermore there are no opportunities for private 
capital accumulation. The problem of over-saving would become 
minimized. But witliin the capitalist environment, risks of the 
future continue, and opportunities for capital accumulation exist. 
Many individuals would save even under capitalism with an equal¬ 
ized income distribution. In fact there is much empirical evidence 
leading to doubt that the principal motives for saving in this 
country have been due to the existing distribution of income. 
There are many reasons to believe that saidng has been more 
closely linked to our institutions, particularly our insurance com¬ 
panies. Furthermore, as was pointed out in the two preceding 
chapters, the employment-creating effects of income redistribu¬ 
tion are limited because the marginal propensities to consume 
are nearly the same in all income classes up to $5,000 per year. 
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Th6 real contribution of Hobson to Keynesian economics was 
his analysis of savings and its effect on the level of economic ac¬ 
tivity. While Hobson analyzed, in some detail and very brilliantly, 
the saving process, he failed to give a good account of investment 
and its deter minan ts. He considered saving to be done primarily for 
the purpose of capital accumulation, and never mentioned that 
the problem of making savings flow into investment is really at 
^the root of the difficulty. A high rate of savings which are actually 
offset by investments provides a net stimulus to the economic 
system, but Hobson implied that such offsets in both depression 
and prosperity cause under-consumption and deflation. Had he 
analj'zed more carefuUy the reasons for scarcity and abundance 
of investment opportunities, he would have been doser to the 
true result. 

We find that Hobson had a dear picture of what determines the 
savings schedule. In the first place, he was not in agreement with 
the dassical economists that savings and the rate of interest are 
related in any definite way. He wrote: 

The great bulk of what I call automatic saving will scarcely be affected by 
a fall in the cate of interest except in so far as this reduces the aggregate un¬ 
earned incomes. Some sort of conscious thrift, aiming to make a definite pro¬ 
vision of income for old age or other future contingency, may even be stimu¬ 
lated, instead of depressed, by a falling rate of interest which demands a larger 
volume of saving to yield the required income.’* 

Hobson in this quotation was making an argument, familiar 
today, that the savings function is inelastic with respect to the rate 
of interest because some saving responses to changes of the rate 
counteract others. He recognized, throughout his writings, the 
institutional and automatic character of savings due to the growth 
of insurance companies and the desires to provide for old age or 
children. There can be little doubt that he considered personal 
savings to be a function of the level of personal income as a result 
of his discussion of the effects of the current distribution of income. 
It is not a big step from this concept of the personal savings schedule 
to the aggregative schedules of the Keynesian system. 

’* The Ecommia oj Unemploymenl, 1923, Macmillan, New York, p. S2. 
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His policy reconimendations are also related to those of Keynes. 
He did not favor a wage cut in order to achieve full employment. 
In fact, his arguments against wage cuts paralleled closely those 
of the later Keynesians. He pointed out the institutional obstacles 
due to the reastances of organized labor. But he was aware of the 
other dfficulties even if this reastance could be overcome. He 
said: 

The history of "sliding-scales” in wage agreements testifies to the influence 
of elasticity of wages in aggravating fluctuations of trade by enabling em¬ 
ployers to gamble upon future wage reductions.'^ 

Thus he too was an inflationist and feared the cumulative, down¬ 
ward spiral of deflation. But in line with his main argument, he 
was largely interested in the effect of wage cuts on the total wage 
bill and the distribution of income. The behavior of the total wage 
bill, he noted, depends upon the elasticity of demand for labor, 
something which he was not prepared to estimate. 

Since Hobson thought the root cause of the diflSculty to be the 
maldistribution of income, his program for reform was to be an 
attempt to eliminate this cause. He suggested government spend¬ 
ing of public credits such that the spending would go as much as 
possible into wages and as little as possible into profits, rents, 
interest, and high salaries. He approved unemplo 3 Tnent doles as 
a step in the right direction. But he did not think temporary cor¬ 
rections of unemplojTnent to be an adequate program, ^^^lat he 
really aimed at was a permanent redistribution of income in order 
to get a “proper” adjustment between spending and saving 
which could maintain permanent prosperity. 

While Hobson concentrated on maldistribution of income as the 
basic flaw of our economy, other imder-consumption writers such 
as Foster and Catchings'' centered their attack upon methods of 
business saving and financing. They too were trying to give a 
theoretical explanation of the reasons why production periodically 
runs ahead of consumption. All the under-consumptionists ob¬ 
served the same market phenomenon — the availability of more 
»Ibid., p'91. 

“Sec ProJitSj Houghton MiiDin, Boston, 192S, and Business Without a Buyer, 
Houghton MifSin, Boston, 1927. 
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goods than consumers coidd purchase ndth their money incomes. 
They tried to explain the deficiency in consumer purchasing power, 
though, without diowing how the level of purchadng power is 
determined. They were in agreement with Hobson on the propo¬ 
sition of a lack of effective demand, but they did not attach the 
same significant importance to the income distribution, which they 
considered to be merely a subsidiary factor. 

The argument of these gentlemen was based on the dilemma 
of thrift. They saw that savings are necessary for economic progress 
with a growing stock of capital equipment, yet they considered sav¬ 
ings of individuals or corporations to generate deficiencies in effec¬ 
tive demand. Savings are necessary but are an evil; this was their 
dilermna. They imposed two conditions for the continued main¬ 
tenance of effective demand: (1) Business firms must distribute 
all their profits to consumers. (2) Consumers must spend all their 
incomes. If by spending they meant spending on consumption, 
then they were sajing that the only salvation for society is an 
economy of zero net investment and 100 percent consumption. 
However, this result does not follow from the analysis of the 
Ke}mesian system, w'here we see that, -with any given investment 
schedule, there are infinitely many savings schedules which are 
consistent with stable full employment. 

For them, profits were taken to be the motive behind capitalism. 
But if the firms who make the profits save some of their net income 
in order to purchase investment goods (as opposed to consumers’ 
goods), then Foster and Catchings predicted over-production in 
the sense that consumers could not possibly buy the output at the 
going level of prices. They argued that the purchase of investment 
goods would add to the eventual supply of consumers’ goods 
without adding to the demand, but they overlooked the inter¬ 
relations of our economic system. If business savings are spent 
on production goods, these liqmd funds must be distributed to the 
workers who produce the production goods, and these workers are 
in turn consumers. Foster and Catchings concentrated too heavily 
on the order in which the spendings take place. Their theory stated 
that funds which are spent more than once in succession'on produc¬ 
tion goods generate over-production. Instead, money must be 
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spent alternatively on production and consumption. They con¬ 
sidered the investment of individual savings as pemidous as that 
of business savings, blit they concentrated their argument on the 
latter because tlicy thought it to be much more important as an 
aggregate. But Foster and Catchings fell into the same trap which 
caught most of the under-consumplionists, i.c., they thought that 
over-saving is eddcnccd by the investment of too much savings 
instead of the failure to find investments for all the savings which 
people desire to create. 

Since Foster and Catchings did not look upon the S 3 'stem as 
constanllj' in a stagnant state of unemployment, ratlier as periodi- 
callj’ deflated and inflated, it must be explained how there could 
ever have been full employment because some saxings have always 
been present. They e.xplained our past full emploj-ment as the 
result of acts of God, war, xvaste, permanent inventorj* accumula¬ 
tion, business losses. We must agree that these negative items will 
offset savings to give a high level of emploj’ment, but there have 
been also positive contributions from other offsets xvhich have made 
our society grow and still have kept workers employed. These 
two autliors saw only part of the picture of effective demand. 

They had verj’ litUc to recommend as to what should be done 
about the inevitable tendenej' toward less tlian full output. They 
xvcrc true to the Keynesian spirit in opposing the deflationar}’ ad¬ 
justment of falling prices. They argued that theoretically tlie 
surplus production witli given purcliasing power would not be a 
surplus if selling prices were to fall. But they feared the exuls of 
the deflationary spiral xvhich xvould lower available incomes very' 
rapidly. The only other policy considerations that they discussed 
were in connection with tlie relation of the government finances to 
under-consumption. Wiile they did not consider seriously the 
effects of deficit spending bj’ the treasury', tliey did hint that a 
possible way out of the dilemma would be for Uic government to 
spend newly created money on consumption goods. In tliis respect 
they have anticipated the policy measures of Key'nesian economics. 

Fortunately, the under-consumption writers have had some 
honest, intelligent, and sincere gentlemen among their ranks. But 
the colorful crank. Major C. H. Douglas, in England, has done 
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much to lower the scientific achievement of this school. Hobson, 
for example, was anxious to dissodate his beliefs from those of 
Douglas.” The latter is one of the best examples of an amateur 
economist supporting a reasonable economic policy on the basis 
of a nonsensical theory. It is only by stretching the meaning of 
the Douglas theory that it can be reconciled with the Keynesian 
system, and let it be made dear that Major Douglas’ policy measures 
are to be considered only in their strictest economic implications. 
His movement was filled with political dynamite. It was one of 
those prewar movements with all the trappings of green-shirted 
legions, anti-labor propaganda, and anti-Semitism. But the dema¬ 
gogues sometimes have important points to make. 

Douglas had no under-consumption theory of business cydes. 
His theory was one of permanent stagnation and more particularly 
ineffidency. He was interested in poverty in the midst of plenty, 
with the emphasis on “plenty.” Being an engineer, he concen¬ 
trated his attack upon oiu: industrial effidency in the light of 
what we were produdng as compared with our potential output. 
Due to the inability of our economic system to distribute enough 
purchasing power to enable consumers to clear the markets, he 
daimed that we would always be producing far below the potential 
capacity. 

The entire theoretical basis for the Douglas under-consumption 
situation was the famous A-\- B theorem, an all-time high in 
economic MMscience. Douglas changed his mind often about the 
definition of the terms A and B, and this text will concern itself 
only with the first and last statements. In 1920,^® Douglas divided 
total factory payments into two parts, A and B. Group A induded 
all payments made to individuals; i.e., wages, salaries, and divi¬ 
dends. Group B induded all payments made to other organiza¬ 
tions; i.e., for raw materials, bank charges, and other external costs. 
Here A represented purchasing power distributed to consumers 
and A-\- B represented the total charges made by entrepreneurs 
necessary for profitable operation of business. He then argued 
that A-, purchasing power, would never be able to purch^e A + B, 

See TIte Economics of Unemploymentf Cfa. VUL 

Credit-Power and Democracyf Palmer, X^adon, 1920, p. 21. 
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the market value of output, unless extra purchasing power to the 
extent of the value B should be distributed. The economists’ at¬ 
tack on this crude proposition should be obvious. They, of course, 
pointed out that group B pa 3 Tnents should not be added for each 
stage of the productive process, otherwise there would be much 
double counting. 

The value of output is the value added at each stage of manu¬ 
facture, which is the same as the total of the A payments. It has 
been pointed out by H. T. N. Gaitskcll that the interpretation 
of Douglas’ A + B,the value of output, should be the A payments 
of the retailer plus the B pa>’ments of the retailer. The total A 
payments of the entire system are obwusly not the same thing 
as the j 4 payments of the retailer; consequently there is no reason 
why total A pajments should be less than the 5 payments 
of the retailer. In fact, except for time lags they must be equal. 
But Major Douglas did not quit then; he merel)' modified his 
definition of the B pajments. He finally, in 1931,=° limited 
B to allowances made by business firms for reserv'es, mainly de¬ 
predation. This position, of course, was still untenable, but Douglas 
was not open to condetion. Kej'nes correctly remarked that if 
Douglas had limited the B payments to ”... the financial pro¬ 
visions made by entrepreneurs to whidi no current e.xpenditure 
on replacements and renewals corresponds...” =' he would have 
been more nearly correct. With Keynes’ restrictions on tlic defini¬ 
tion of the B term, he would practically have been saying that the 
failure of effective demand is due to saxdngs, which arc not offset 
by investment. Hence by tlie proper twisting of Douglas’ remarks, 
we can find an anticipation of the Keynesian contribution. 

As a cure for the dironic illness of our economic system, Major 
Douglas proposed the corrective of social credit. This was an at¬ 
tempt to make credit freely available and to take it out of the hands 
of our present financial system, the institution most frequently 
attacked by Douglas in order to gain a mass following. He pro¬ 
posed tliat with every purdiase, the purchaser be granted a credit 

” "Four Monetary Heretics,” What Evcoiody Wants to Know about Money, ed. by 
G. D. H. Cole, Knopf, Now York, 1933, p. 280. 

Warning Dcnia'eracy, London, 1931. ” General Theory, p. 371. 
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of a certain percentage of the retail price. This was just another 
■ way of giving a net inflationary stimulus to the economic system. 
It ^ould have the same effect in stimulating spending and dis¬ 
couraging saving as many other policy measures which are com¬ 
patible with the £e}mesian analyas. Social credit could be made 
part of a feasible, anti-cydical fiscal policy. 

Douglas did not ^ve as good an analysis of the savings process 
as did other under-consumption writers, yet he did see some of the 
fundamental relations between the volume of savings and effective 
demand. He had very little to offer, in a constructive way, with 
regard to investment or interest theory. 

Finally in this section on the anticipations of the savings- 
investment building-block of the Keynesian system, we come to a 
sadly neglected crank. N. Johannsen, in 1908, published “ a com¬ 
plete anticipation of this part of Keynes* theory. The only recogni¬ 
tion of the works of this author that appears to be available in 
economic literature occurs in brief footnotes in the Treatise, and 
in W. C. Mitchell’s early volume on business cycles. Keynes did 
not mention Johannsen in the General Theory, but actually Johann- 
sen’s ideas were much more relevant to the latter book than to the 
Treatise. For those interested in the development of economic 
thought, the ideas of this brilliant amateur should be studied care¬ 
fully. 

Johannsen wanted to know why crises occur and more impor¬ 
tantly why prolonged depressions follow these crises. He admitted 
that some of the prevalent theories could explain the upper turning 
point but never the trough, especially the broad, perastent trough, 
of the business cycle. He wanted only to analyze why the de¬ 
pression takes place, and offered no economic policy as a cure. He 
began his analysis with the fruitful notion that prosperity is closely 
linked with a high level of investment.® He was observant enough 
to notice that in the stagnant countries of the world there was little 
investment except for replacement of the capital stock. His view 

“A Neglatid Point in Connection with Crises, Bankers Publishing Cgmpany, New 
York, 1908. . 

“ He did not speak of investment, rather of new construction and the creation of 
productive cental or wealtli. 
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of the economic process was that investment funds are supplied 
by sa\Tngs, and that so long as the savings are invested in new 
constructions and enterprises they provide income and employ¬ 
ment for workers. The spread of busmess activity throughout the 
economic system by the “multipl 3 nng principle" generates a high 
level of prosperity with a high level of investment. But he observed 
that when savings do not get invested depression will ensue. Thus 
he directed his attention to an ejqjlanation of what happens to 
savings which are not offset by investment. It should be remarked 
that Johannsen meant roughly what Keynes meant by savings and 
investment, but he never defined his terms precisely. The reader 
of Johannsen must be careful, however, to observe when he meant 
replacement investment as opposed to net investment or when 
he did not count dis-sa^rings as negative savings which cancel out 
positive savings. If we realize the sense in which he used his terms, 
there is no problem in comparing them with those of Keynes. 

A business-cycle theory which he rejected as inadequate was the 
lack-of-funds theory. This theory claimed that the boom comes 
to an end because the insatiable demand for new investment ex¬ 
hausts the savings funds of the money market. Johannsen argued 
that this theory could never explain the continued depresrion be¬ 
cause in the downward phase of the cycle investment opportunities 
do not press upon the funds of the money market. He was revolting 
against a theory which is similar to the non-Keynesian theories 
of the 1930’s, namely the so-called over-investment theories which 
blame the upper turning point on a shortage of capital. The phenom¬ 
ena which he observed in the real world, of a money market with 
surplus investable funds during depression and little investment 
activity in progress, he attempted to explain by the failure of in¬ 
vestment opportunities. He thought that during prosperity, in¬ 
vestment is carried on to such an extent that the demand for capital 
accumulation becomes satisfied for some time. With the large 
growth of the capital stock, returns from investment begin to 
decline and enterprisers develop very poor expectations as to the 
future returns from investment. Thus he pointed out that people 
continue to save, but the savings do not get invested. What 
happens to these savings? 
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To answer tliis question he developed the concept of imp^ 
savings. Since capital accumulation ceases or falls off during the 
depression, the outlet for the continuing savings must be in invest¬ 
ments which do not enhance the volume of capital stock. These 
investments he called impair investments. The impair savings 
which are offset by impair investments are not included in the 
Keimerian definitions of net savings and investment. To put 
Johannsen’s argument in Keimesian terms, it would run as follows: 
Investment opportunities begm to fall after a period of rapid capital 
accumulation. Those who can afford to save, however, continue 
to do so out of their falling incomes. But since investment outlets 
fall much faster than these continued savings, the savings do not 
get invested. Instead they are used to purchase existing assets from 
or make loans to others in the economy. In essence, Johannsen’s 
impair savings are not offset by the expansion of capital. If he 
had reckoned dis-savings as negative savings, he would have ended 
up with the algebraic result that aggregate net savings equals 
aggregate net investment. The interesting thing about Johannsen’s 
concepts is that they focus attention on the problem of offsets to 
savings and the relation of the abundance of these offsets to the 
business cycle. Johannsen was, without a doubt, one of the most 
unambiguous of the anticipators of the essential points of the 
Keynesian Revolution. 

Let us now examine more carefully some of the specific points 
made by Johannsen. In the first place, he had a clear idea of the 
savings schedule. As a matter of fact, he worked with a schedule 
of the form savings = (^) income. This schedule, however, made 
use of his definition of savings. If we reduce his definition of savings 
to the Ke}mesian net savings we get a smaller propenrity to save. 
He did not link his savings function directly with the multiplier 
theory, but the orders of magnitude of his multiplier and its in¬ 
verse, marginal propensity to save, are not out of line. He estimated 
that a drop in investment of one billion dollars (».e., impair invest¬ 
ments of that amount) would cut income by five billion dollars. 
From the savings schedule, his multiplier would be greater than 
seven. But when he worked out the successive rounds of his multi¬ 
plier he got lost after a few rounds and merely made a rough esti- 
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mate. He saw only the rough principle of the multiplier and knew 
nothing of its formalism. At first, he gave the impression that the 
“multiplying principle” worked only in one direction — downward, 
but later in the book pointed out that induced effects worked also 
on the upswing. He said first; 

One billion dollars of savings, if invested in building up new capital, will 
augment the country’s wealth by §1,000,000,000. 

One billion dollars of savings, if invested in the “impairing form,” will not 
augment the country’s wealth but will, according to the figuring above, aimi- 
hilate the income of the community to the extent of $5,000,000,000.“* 

The first of the two propositions is inaccurate, but it was later 
not employed by Johannsen in the analysis of the upward phase of 
the cyde. 

He criticized those theories which depend upon the assumption 
of boimdless opportunities for expansion of capital. He was ready 
to predict that whenever the opportunities should turn up, there 
would be plenty of savings to supply the necessary funds. His 
prediction of the outlook for our investment opportunities was 
slightly premature. He thought, in 1908, that the exceptional 
investment opportimities that had existed in the United States and 
Germany in the past would not last long. He did not see then the 
great automobile and housing e^^ansion of the 1920’s that was in 
store for us.“ However, he would have been more nearly correct 
had he made similar predictions for Great Britain. Of course, 
there is always the possibility that the prolonged depressions which 
he wanted to explain were somewhat less than ten years in duration 
and that he looked upon investment opportunities as in a con¬ 
tinuous, oscillatory pattern. 

According to Johannsen, China had a higher propensity to save 
than did France, yet China was a much less prosperous coimtry. 
He explained this situation by pointing out that the Chinese savings 
were not of a healthy variety because they did not find investment 
outlets. This failure of offsets to savings, he said, generated poverty 

** A Neglected Pointy p. 46. 

“ It is possible to argue that we were able to experience a boom as late as the 1920*s 
only because of the fortuitous occurrence of World War I. Sudi an argument would 
imply that Johannsen was not predicting stagnation prematurely. 
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among the masses, unemployment, stagnation in trade, and per¬ 
manent depression. France, on the other hand, had profitable 
investment opportunities abroad which offset domestic savings. 
This accounted for the superior economic status of France. He 
claimed that if China would save less or invest more, the coimtry 
would be more prosperous. 

In the Treatise, Keynes lightly brushed off Johannsen’s work 
with the remark that lower interest rates will always makp the 
avmlable savings pass into investment; a process whii Johannsen 
overlooked. This was hardly a fair or accurate commentary on the 
latter’s brilliant treatment of the savings-investment problem. 

MONETARY THEORIES OF INTEREST 

The other building-block of the Kejmesian system appears much 
less obviously in the older literature. The principal link that can 
be found is that between Keynes and Gesell. The latter received 
great praise in the General Theory. Gesell, in turn, belauded Prou¬ 
dhon, Marx’s contemporary. In the works cited above, Dillard 
traced very carefully the chain of ideas from Proudhon, to Gesell, 
to Keynes, and we shall make use of Dillard’s excellent work in 
what follows. 

As far as theoretical economics is concerned, the main relation¬ 
ship among these three writers lies in the connections between their 
theories of money and interest. These two Keynesian antecedents 
did not have a theory of the determination of output and employ¬ 
ment. They did not see the importance of the savings-investment 
equation. But all three writers made surprisingly similar value 
judgments concerning capitalism. Dillard has termed Proudhon 
and Gesell sodalists in the anti-Marxian tradition. Indeed, Prou¬ 
dhon became famous as a result of controversy with Marx. The 
theme of anti-Marxian socialism has been an attack on rentier in¬ 
come mainly as interest on money and as rent on land. Proudhon 
and GeseU praised the creative entrepreneur and condemmed the 
■rentier. They did not want a collectivist society without private 
property rights over the means of production, but they wanted 
purely monetary and land reforms within the framework of capital¬ 
ism. These value judgments about the socio-economic environ- 
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ment are not far different from those of Keynes. He, too, has 
opposed the rentier; in fact this opposition has led him to favor 
inflation over deflation consistently in his writings. Also Keynes 
has always looked upon the entrepreneur who stuniflates capital 
growth as the prime mover of our economy. The doctrines of the 
euthanasia of the rentier can be integrated into the writings of all 
three authors. 

Proudhon lived in France during the period before and after 
the Revolution of 1848. In the years before the Revolution, the 
Bank of France was the most important financial institution of the 
coimtry. Small-scale entrepreneurs, who predominated, found it 
difficult to get bank credit, and this financial situation prompted 
Proudhon into making his proposals for a cure of the econonuc 
ills of the day. He thought that by replacing the Bank of France 
with his reformed bank of exchange and by reducing the rate of 
interest to zero (or near to zero), demand would always clear the 
market of all that could be produced. The puiposc of the bank 
of exchange was to introduce bills of exchange into popular circu¬ 
lation. Producers would make out a bill to consumers; the latter 
would accept it, and then tlic producers would take Uie bill to the 
bank for discount at negligible rates of interest.*' The bank would 
then substitute its own bill, which was to circulate at face value 
and be irredeemable in specie, for the producer’s bill. Proudhon’s 
bank was to insure full employment by making money and credit 
plentiful. His program was one of purely monctaiy reform, and left 
many important considerations in the savings-investment relations 
of Uie economy untouched. 

Proudhon regarded interest as a purely monelarj' phenomenon 
and considered Uie level of the rate of interest to be determined 
largely by tlie available supply of monelar>' funds. He had tlie 
germ of Uie idea of a liquidity-preference tlicoiy of interest, but he 
ha'd by no means arrived at a complete interest theory. His theory 
held that interest is a reward that must be piud to Uie holder-of 
liquid funds so Uiat he wall be induced to part with his money in 
order that it may be used for production. He did not consider all 


“ At first the rate would be placed hiuh enough to cover handling eapenses. 
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the psychological and institutional factors which act to flptprminc 
liquidity preference, but he did see the economic alternatives which 
interest rates have to allocate. 

As in the case of so many of the Keynesian antecedents, there are 
inconsistencies. These inconsistencies are due to the fact that no¬ 
body anticipated the complete, interrelated theory, but only in¬ 
dividual buDding-blocks. Proudhon showed his inconsistency with 
Keynesian economics by his support of a policy of wage cuts to 
increase the level of employment. It must be remembered that 
Proudhon had no theory of employment, only the rudiments of a 
theory of interest. He gave the well known dassical arguments in 
support of wage reductions. With a given volume of credit, more 
transactions can take place at a lower level of wages. However, 
had Proudhon been entirely conastent with his anti-rentier position 
he would have supported inflationary methods instead of wage 
cuts in order to alleviate imemployment. Maybe the crucial point 
in this connection is the fact that Proudhon was not a stanch sup¬ 
porter of organized labor. He was consistently opposed to strikes 
and unions. 

Proudhon’s work served as an inspiration for Gesell, but the 
latter developed many original ideas beyond those suggested by 
the former. 

The basis for the Gesellian theory of interest is the physical dif¬ 
ference between goods and money. Gesell was quite emotional oi]. 
this unfair difference. He said; 

The wares which compose supply decay, lose weight and quality, decrease 
continually in price in comparison with fresh wares. Rust, damp, decay, cold, 
breakage, mice, moths, flies, spiders, dust, wind, lightning, hail, and earth¬ 
quakes, epidemics, accidents, floods, and thieves wage war continuously and 
successfully upon the quantity and quality of wares. . . P 

Demand, on the contrary, as we have already shown, is not subject to this 
compulsion. It is composed of gold, a precious metal which, as the expression 
impUes, occupies an exceptional position among the products of the earth. 
Gold may be regarded almost as foreign matter intruded upon the earth suc¬ 
cessfully withstanding all the destructive forces of nature.® 

' » 

•* The Natural Ecatutmic Order, Free-Economy, San Antonio, 1934 (?), p. 93. 

“/«a.,p.9S. 
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From these two quotations we find the essential element of 
Gesell’s theory of interest — the characteristic of money as a store 
of value. Money can be successfully held idle without deteriorating 
physically; therefore Gesell argued that money holders are able 
to claim a premium for its use. If borrowers refuse to pay a pre¬ 
mium, then hoarders have no reason to lend money because it 
does not deteriorate on their hands. But goods cannot be held 
indefinitely (except for the pathological cases like wine) without 
losing their value. Holders of goods would be only too happy to 
lend out their goods and in the future to receive in return exactly 
as much as they had lent out, free of deterioration. Gesell would 
call the repayment of equal quantities of goods by the borrower a 
repayment at a zero interest rate. However, the lender is getting 
back more than he otherwise would have possessed if he had elected 
to hold the goods. It is a real question as to whether or not the 
premium of non-deterioration is actually interest. 

At any rate, Gesell thought that money should be only a medium 
of exchange and not a store of value, iffis argument was based on 
the comparison of the essential differences between a barter and 
a money economy. He stated that in a barter economy, goods 
exchange against goods at their face values with no interest charges 
and that full employment is always achieved. The only reason 
why money is introduced into the economy is to facilitate the 
maintenance of efficient division of labor in the economy. He truly 
looked upon money as a “veil.” He was well aware, though, that 
the world does not behave in this way. Money is not merely a veil. 
As a result, he attacked the money system in so far as it enables 
people to earn interest because of the hoardable character of money. 
He attributed the fluctuations in output and employment to the 
monetary ills of our economic system. 

Gesell’s strong points were, of course, interest theory and money. 
But he did have some ideas about saving and investing. He missed 
much of the saving-investment problem, but some of his points 
are worth considering. He remarked: 

Interest is, no doubt, a special attraction for the saver. But this special 
attraction is not necessary, for even without it the impulse of saving is suffi¬ 
ciently strong. ... It is certainly easier to save 5 dollars from 200 dollars 
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than from 100 dollars. If with 100 dollars wages a man, partly because of the 
stimulus of interest, deprives his stomach of 10 dollars for Ids own and Ins 
duldien’s benefit, with 200 dollars wages he could probably, from the natural 
impulse of saving, set aside, if not 110 dollars, at any rate much more than 
10 dollars. 

Saving is practised throughout nature without the incentive of interest. 
Bees and marmots save, although their stores bring them no interest and many 
enenues. Primitive peoples save although interest among them is unknown. 
Why should civilized man act otherwise? *' 

This is a dear indication that Gesell related savings to the level 
of income and not to the rate of interest. But investment for him 
was more dosdy linked to the rate of interest. He spoke of invest¬ 
ment as the disposal of savings. In this connection he wrote: 

But no one parts with money savings unless promised interest, and the em¬ 
ployer can pay no interest if what he constructs does not bring in at least as 
much interest as is demanded for the use of savings.* 

Investors must get a return on their investment if they are to 
part with savings funds, and borrowers must reap a reward from 
the operation of the uiArestment which yields a return over and 
above the interest charge. This is the gist of the latter quotation. 
‘But GeseU never attributed our economic troubles to a lack of 
balance between saving and investing, except to that lack which 
is introduced by the phenomenon of interest charges. He never 
got to the heart of the problem, a ronsideration of the determinants 
of effective demand. 

Although Gesell developed for publication his reform program 
of economic control long before his theory of interest, his policy 
scheme can be derived logically from the theory. On the other 
hand, it is probably true that Gesell, like Keynes, developed his 
theoretical structure from the observations of the real world of 
his time and from practical economic policies. His reform measures 
followed quite naturally from his discusaon of the characteristics 
of goods and money. He wanted to reduce money to the status 
of goods; i.e., to force it to deteriorate also, so that it would not be 
profitable to hold money and thereby exact interest., His plan 
was that of stamped money. He proposed a single type of legal 

» /Mi., pp. 2S2-2S3. ” JUi., p. 114. 
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tender, irredeemable in ^ecie, and requiting a periodic stamping 
in order to keep the money at its face value. If every dollar were 
to require, periodically, stamps which would amount to, say, five 
or six cents per year, it would be veiy unprofitable to hold money, 
and people would prefer to spend in order to hold goods. He 
thought that he could regulate the price level (at a stable figure) 
through strict control over the note issue and could speed up the 
spending of incomes, to prevent hoarding. With this basic reform, 
he thought that our economic problems would be solved. WTiat 
GeseU had to say was quite good and contained much truth, but 
he did not go far enough. He should have analyzed the effect of 
stamped money on consumption, savings, investment and income. 
He was preoccupied with prices and interest rather than employ¬ 
ment and income. It is probably true that stamped money would 
be beneficial to spending, both on consumption and investment, 
in that way generating higher levels of income, but GeseU omitted 
much about this problem. 

As a final thought to conclude this chapter, we should point out 
that academic economists are ready to ignore the "crackpots,” es- 
peciaUy the monetary reformers. Johannsen, Foster and Catchings, 
Hobson and GeseU all had briUiant contributions to make in our 
day, but could receive no audience. It is hoped that in the future 
economists wiU give a sympathetic ear to those who possess great 
economic intuition. 
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DEPRESSION ECONOMICS? 

All too frequently the charge is heard that Ke)Tiesian economics 
is economics of a depression situation. But the catastrophic thirties 
were neither the beginning nor the end of periods for which the 
Keynesian methods of analysis produce useful results. Not only 
the recent war and postwar peri^ but also the-years to come will 
see fruitful applications of the new methods. It is wrong to think 
that Keynes’ system fails if it cannot predict pessimistic results. 
The pessimism is not inherent in this system; instead the determi¬ 
nants behind the system make it operate either pessimistically or 
optimistically, depending on the current state of affairs in economic 
and non-economic life. That is to say, the Keynesian economic 
system is essentially a machine which grinds out results according 
to where the several dials controlling the ^stem are set. The 
functional relations are the building-blocks of the machine, and 
the dials are the parameters (levels and shapes) of these functions. 
The setting of the dials is taken care of by the banking system, the 
government, the psychology of consumers, the attitudes of inves¬ 
tors, the acluevements of the technologists, etc. Is it correct to 
blame the machine if the dials are consistently set at pessimistic 
levels? If the machine is a true model of the way the system of the 
real world behaves, then we are not justified in criticizing the 
machine because other factors set the dials at particular levels. It 
is just as easy to explain one phase of the business cycle as any 
other with the Keynesian analy^, provided we take into account 
the correct structure of the relationships involved during each 
phase. If the conditions of our time are such that this (the equi¬ 
librium solution of the Keynesian system) is not one of full em- 
plo 3 mient, then we must realize this fact and do something about it. 

The future may be such that we get a continuously (Changing 
structure for the economic model. Without serious modification, 
this can be incorporated into the theory. There is nothing to 

1S3 • 
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make us work with constant, unchanging functional relations. 
Shifting equilibria and dynamically changing relations can also 
be grormd out of the machine. The principles of the Keynesian 
Revolution need not be discarded; rather they must receive elabora¬ 
tion and be extended to handle more complex situations. 

At any rate, we must be brought to realize that Keynesian eco¬ 
nomics will admit full employment or over-employment as legiti¬ 
mate solutions to the equations as well as the infinite number of 
under-emplojmient solutions. 

THE INEIATIONARY GAP 

The argument against the classification of Keynesian economics 
as depression economics seems so obvious that it is difficult to do 
more than shrug Moulders at the charge, yet the other side is never 
con'wnced. However, since “the proof of a pudding is in the 
eating,” an example from the actual world of affairs should decide 
the argument definitively. The example to be used is a happy choice 
since it also brings the analysis of the results of Keynesian eco¬ 
nomics almost up to date, showing the extension of the achieve¬ 
ments since the Getieral Theory. 

During the war we were not worried about an immediate de¬ 
flation. We were living in a period of anything but depression 
economics. Never before had we experienced such high levels of 
output and employment. Curiously enough, in this state of the 
inflationary gap we did not throw over the Keynesian system. Of 
what use to us was this system of depression economics? The 
purpose of this section is to analyze the gap problem with those 
tools which some prominent economists would like to discard during 
other than deflationary conditions. 

The discussion of the inflationary gap, as such, did not attract 
much attention until the term was introduced in England in the 
budget speech of the Chancellor of the Exchequer, April, 1941. 
About one year earlier, Keynes wrote his well known booklet. How 
to Fay for^ the War} in which he dealt with the inflation problem 
in very much the same manner as did the later “gapists.” He 

»Hem to Fay for the War, Harcouit, Brace, New York, 1940. 
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stated the inflation problem clearly in terms of national output, 
war expenditures, and aggregate consumption. 

Using rough figures, he put the matter this way: Incomes were 
being paid out in Great Britain at the rate of about £6,000 million 
per annum and the taxation was yielding £1,400 million, leaving 
individuals with spending power of £4,600 million. The govern¬ 
ment expenditures inclusive of transfer items were reckoned at 
£2,750 million, leaving a balance of £3,250 million for public 
consumption. The inflation situation arises out of the fact that 
persons would have £4,600 million in purchasing power to bid for 
goods valued at £3,250 million in pre-inflation prices. Of course, 
we have learned well enough that people do not spend all their 
income on consumption goods. Correspondmg to a disposable 
income of £4,600 nuUion there would be, according to the existing 
consumption function, a definite amount which people would wont 
to consume and to save. Only if savings should happen to be as 
much as £1,350 million out of a disposable income of £4,600 
milUon would there be no inflationary gap. For purposes of illus¬ 
tration Eeynes assumed savmgs of £700 million, which meant that 
£3,900 million would actually bid for goods valued at £3,250 
million. The difference of £650 million can be taken as a particular 
definition of the inflationary gap. The consumption function and 
the level of war expenditures by the government interact to deter¬ 
mine the level of income. The inflationary gap is then the differ¬ 
ence between what the population will try to consume out of this 
income and the amount available for consumption at pre-inflation 
prices. 

The Chancellor of the Exchequer defined the gap as “the amount 
of the government’s expenditure against which there is no cor¬ 
responding release of real resources of manpower or material by 
some other member of the community." * An adequate measure 
of this gap would not be the simple difference between expected 
governmental expenditures and tax revenues. The lack of balance 
between expenefltures and tax receipts was filled somewhat by the 
sale of securities abroad, genuine savings of private in^viduals or 

’ “Tlie First Wsr Budget,” Ecommist, Vot CXL, 1941, p. 47S. 
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corporations, extra budgetary governmental receipts, etc. But 
with these corrections, there was still a lack of balance between 
what the government wanted to acquire for the prosecution of the 
war and what the population would give up at current price levels. 
The government always gets the goods, and the population .con¬ 
sumes only what remains, but the important problem is to analyze 
by what methods the government can get the goods which would 
not be given up at current prices by the public. There are good 
and bad ways of doing this. We particularly wanted, during the 
war, to avojd getting the goods through price rises. 

In Keynes’ example from How to Pay for the War, he demonstrated 
how the process might work through price rises. A 20 per cent 
price rise in his case would bring the value of goods available just 
up to the amount of purchasing power directed at these goods, 
£3,900 million. But his price rise would increase incomes by bring¬ 
ing a windfall gain of £650 million to sellers of the goods. In the 
next year, we would then begin with £650 million added to the 
income stream, and if all other data increased mutatis mutandis 
we would find ourselves confronted with another gap. But Keynes 
pointed out that it would be very likely that part of the windfall 
of £650 million would be collected from excess-profit taxes by the 
government. In this event, there would be an anti-inflationary 
pressure on the system. 

Hence with a given tax schedule, price rises and voluntary savings 
may be considered as alternative methods by which the govern¬ 
ment may realize its demands upon national output. 

We can conveniently think of two strategic levels of national 
income, the full-employment levd and the bottleneck level. We 
reach the former level, say, when all who want to work at the going 
wage rates can find a job. The bottleneck point is reached when 
plant capacity is fully limited and all increases in money national 
income become price increases. It is not always certmn that full 
enployment will precede the bottleneck point; much depends on 
the state of capital equipment. It is quite conceivable that a serious 
depression could so depreciate the capital stock of an economy 
that plant capacity would be limited far below the full-employment 
level of income. !!^ynes, in the early years of the war, was worried 
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lest tie bottleneck point be reached too early» As it happened, 
in this country we reached full employment and then continued 
to expand output by inducing new workers into the labor force. 
Our wartime increments of money income represented substan¬ 
tially more than price rises. 

Although we probably did not reach the bottleneck point, we 
came very dose to it, dose enough so that for purposes of sim¬ 
plification in the anal)'sis it will be legitimate to assume output as 
no longer expansible. Increases in money national income thus 
represent price rises. It is actually nearer the truth to say that 
increases in money national income represent substantial price 
rises so that a policy of money income stabilization of our wartime 
levels of output, in the neighborhood of the bottleneck point, is 
in the public interest as an anti-infiation measure. 

With this background, it ■will be very simple to go back to our 
familiar Keynesian model and give an analytical presentation of 
the problem of the inflationary gap. 

During war periods, private investment dedsions are practically 
nullified. In a total war economy, income represents the sum of 
private consumption plus war expenditures by the government. 
The latter component is completely autonomous, its size depend 
ing entirely upon Congressional appropriation bills. Our simple 
Keynesian model of this situation is as follows: 

CoDsmnption depends upon income after taxes.^ 

Consumption plus autonomous war expenditures = income before taxes.* 

Out of this model we find a certain value for income, say Fo, 
which ■will be taken as our base quantity. This money-income 
stream defines a certain price level because output is given at the 
full capacity of our productive powers. Suppose next, as must 
ine^vitably occur in wartime, that war expenditures increase by 

* ffow to Pay for the War, p. 19. 

* Taxes are also autonomous, being settled by Congressional action. Congress 
actually sets the tax rates and not the level of taxes. We could equally well add another 
relation to our model which relates tax receipts to total income, but the parameters 
of this relation ate entirely at the disposal of Congress, and this body pn make faxes 
fall at any level it pleases by appropriately varying the rates. 

‘ We could alternatively write the model as: Savings which depend upon income 
after taxes = autonomous war expenditures. 
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some definite amount. In this new situation, a different and higher 
value for income which we call Fi will be Obtained from the model. 
The task of wartime fiscal policy, however, is to prevent Fo from 
rising to Fi. If imder our assumptions all price increases are to be 
avoided, then we must somehow operate on the relations so that 
a level of income no greater than Fo is generated. Clearly, we 
can do nothing to war expenditures; so oiu" only hope is to influence 

the consumption function 
— the task of war finance 
is clearly set out. At the 
base prices there is an 
amount equal to the base- 
quantity income minus 
the oii^al war spending 
and also minus the in¬ 
creased war spending, 
available for consumers. 
At the income levels that 
would be generated out 
of the new conditions, 
people will try to con- 
income sume according to the 

Figure 9. existing consumption 

function. But such consumption must be larger than the amount 
available at base prices. Fiscal policies must be devised to wipe 
out the gap between these two figures. A diagrammatic exposition, 
as given in Figure 9, can make the situation quite dear. 

At the starting position curves 1, 2 represent the consumption 
function, and the consumption function plus war expenditures, 
reflectively. The income determined is Fo. As war expenditures 
are added we move up to curve 3 by a constant amount. In the 
first case, consumers want to spend a total equal to AE; in the 
second case they want to spend the amount BF. If prices are not 
to rise, the consumption function must be lowered (not necessarily 
a parallel ^hift) so that when the spending of the govenunent is 
added to it, the total will cross the 45° line at F = Fo. Curves 4 
and 5 depict a posable result of the shift of the consumption func- 
« 
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tion. There are infinitely many drifts which would be suitable, 
but the requirement that must be met is that curve 5 must cross 
the 45® line at F *= Fo- No matter what duft is imposed upon 
the consumption schedule, the new amount of goods and services 
consumed will have to be DE, whidi is the same for any duft which 
meets our basic requirement. The vertical distance between the 
points B and D is the inflationary gap which we face in this situa¬ 
tion. Consumers’ goods available at the old prices add up exactly 
to DE, while unrestricted consumer activity would make attempted 
spending equal to BF, which corre^onds to the income level Yi. 

One variant of the inflationary gap would make it the amount 
of taxes necessary to wipe out the gap. But this is not an unam¬ 
biguous concept. We have worked with the consumption function 
where income minus taxes is the independent variable. This func¬ 
tion is then given as of a certain tax schedule. A particular tax 
system underlies each possible consumption function. If taxes are 
changed so as to get more revenue to finance government spending, 
a new consumption fimction will (X>me into existence. The change 
in the tax system needed to close the gap is that change which will 
push the consumption function downward so that curve 5 crosses 
the 45° line at the proper point. There is no limit to the variety 
of changes in the tax system wMch would accomplish this result. 
But it is true that no matter what change is made, it will have to 
sop up an exact amount of purchasing power at the observable 
levels of income if price rises are to be avoided. 

The useful thing about this whole analysis is that it is entirely 
operational. All that we must know is the equation of the consump¬ 
tion function and possibly the tax fimction. War expenditures 
by the government are aimounced in advance so that we can have 
predictable figures for this strategic term. But in m akin g applica¬ 
tions to the practical problems of the war we must be careful 
statisticians and stick to reality. Output never quite reached its 
maximiun in this country. The gap that we want to avoid when 
output is still expansible, to a limited extent, will be slightly dif¬ 
ferent. j 

If we take into account the fact that output is still e:q3ansible 
and that small price increases ate to be permitted, the problem is 



1(50 


• IHE KEYNESIAN REVOLUTION 


not altered in any essential way. In this new case, certain increases 
in. money national income over the base period become permis¬ 
sible, and our policy of shifting the consumption function should 
still be carried out, but to a lesser extent. The increase in money 
national income to be expected as a result of an increase in govern¬ 
mental war expenditures can be broken into three parts. One part 
will be the increase due to the expansion of physical output; a 
second part will be due to permissible price rises; and the third part, 
which is to be avoided, will be due to undesired price rises. Given 
the base year income, the expected expansion of physical output, 
and the price levels at which stability is desired, we can calculate 
an exact level of money national income which will lie between 
the values Fo and Fi of the preceding graph. Fiscal policy should 
be directed toward shifting the consumption function to an extent 
such that this function plus the stated level of war spending cross 
the 45° line at this unique level of national income between Fo and 
Fi. The gap will be determined by the difference between the 
ordinate to (he old consumption function at Fi, BF, and the ordi¬ 
nate to the new consumption function at the value of F which 
is calculated between Fo and Fi. 

During the war we closed the inflationary gap with relatively 
small price rises by rationing, price control, taxation, and volun¬ 
tary saving. All these methods served to depress the level of the 
consumption function suffidently to enable us to fill the gap in 
an orderly fashion. Rationing limited the variet}' and amount 
of goods available for consumption; price control limited the amount 
that we could spend on the reduced amount of goods available; 
taxation limited our disposable income; and war-bond sales in¬ 
creased our propensity to save. The combined effect of these 
measures can be readily seen in Figure 10. 

On the horizontal axis are measured the actual levels of dis¬ 
posable income that we have experienced in the United States 
yearly since 1929, and on the vertical axis are measured the actual 
levels of consumption corresponding to each observed level of dis¬ 
posable income. From 1929 to 1940, all tlie points fall along a 
smooth line; this is the statistical consumption schedule for this 
country in the peacetime years. For each level of disposable in- 
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come, there was associated a level of consumption approximately 
along this line. However, as early as 1941 we began to transform 
to a war economy, and consumption was pushed below this line. 
We obtain for the period 1941 to 194S a new consumption function 
which is substantially below the normal peacetime relationship. 
This is precisely the theoretical picture that is developed in Figure 9. 

There are, however, certain important aspects of the inflationary 
situation winch are not 
uncovered by the type 

of analysis of the imme- 
... .. 
diately precedmg para- | 

graphs. Inflationary 19o 

phenomena are highly | 

d 3 mainic,andourmethods | 

of comparative statics e 

. . 

conceal many important .| 
aspects of the process. | m 
W e learn nothing about ^ 
the speed of inflation from m 

the analysis of shifting 
static schedules. In a 
situation where expecta¬ 
tions are so important it 
is not Dossible to disregard the dynamic influences. The faster price 
rises occur, the more likely are they to breed antidpations of further 
increases and develop into an irredstible, cumulative process. Only 
by dynanuzing the Keynesian system can we account for the speed 
of inflation. The simplest way to dynamize this system is to in¬ 
troduce the important lags that are concerned with the receiving 
and spending of income, the adjustment of wages to prices, etc. 
Keynes in How to Pay jor the War was quick to see the influence 
of lags upon the system. He regarded lags as an ace in the hole 
which would tend to be a stabilizing factor. He said: 



It is these time lags and other'impediments whidi come to the rescue. Wars 
do not last forever.^ 


• Bim to Pay for the War, p. 66. 



162 


THE KEYNESIAN REVOLUTION 


T. Koopmans ’ and, later, A. Smithies * formalized these ideas 
about the influence of lags and developed from gjecific models 
precise relations between the rate of price increase per unit of time 
and the significant lags. It is seen from Koopmans’ article that 
for the general case the relative rate of price increase is a fraction 
whose numerator is the governmental expenditures and whose 
denominator is made up of terms involving marginal propensities 
to consume, incomes, and time lags as factors. The larger become 
his spending lags and wage-adjustment lags, the larger becomes 
the denominator and the smaller becomes the speed of inflation. 
Koopmans’ method is really a generalization of the procedures 
given above in the sense that they dynamize the shifting equilibria. 
Smithies obtained similar results for his models, and found that 
the addition of lags to his system slows the process of inflation. 

Another deficiency of the gap analysis is that it has been con¬ 
structed to deal mainly with current flows of income, war spend¬ 
ing, consumption, and saifings. However, since inflation can 
spread so rapidly throughout the system by means of expectations 
of further price rises, we must consider not only the prices of cur¬ 
rent output but also of the stock of previously produced output 
which is still being traded on our markets. There may be in the 
system dangerous price rises on goods that in no way enter into 
current output. Also spending in excess of the available quantity 
of goods valued at base prices may be not only from the current 
stream of income paid out, but also from idle balances which were 
a part of the income of earlier periods. The economists of World 
War I were not entirely wrong in concentrating their inflation 
analysis on the growth of the stock of cash balances, for that will 
have some influence on the volume of spending which can be 
directed against the limited output. Indeed, even the Keynesians 
of World War II recognize a potential inflationary danger in the 
postwar resulting from the large amounts of liquid funds now in 
the hands of the population. We may save part of the flow of 

^ “TTie Dynamics of Inflation,*' Review of Economic StotisticSf Vol. XXIV, 1942, 
p.S3. ' 

•"The Behanor of Money National Income under Inflationary Conditions,'! 
Quarterly Journal of Economics, Vol. LVn, 1942 p. 113. 



DEPEESSION ECONOMICS? 


163 


income year after year in just the right amount so that the gap 
does not engender a runaway inSation, but these savings may also 
accumulate as liquid funds for future genders. The prevention 
of inflation for any number of years does not insure against the 
dumping of accumulated funds all at once on the market at a time 
when ou^ut is not sufficiently e^ansible to counteract spiraling 
price increases. The gap is rdated entirely to flow concepts, but 
the influence of stock concepts cannot be ruled out. 

It is, of course, quite possible to calculate numbers of gaps 
within the economy; e.g., the durable consumer-goods gap, the 
steel gap, the butter gap, etc., all in terms of the difference between 
eiqiected expenditures on these goods and the amount available, 
measured at stabilized prices. However, most of the treatment 
has been in terms of broad aggregates, because here we have more 
knowledge about the relation of spending to incomes. It is possible 
that the method of aggregates may cover up some important price 
increases. While the general price level may be unchanged, there 
may be such increases in spedfic bottlenecks of the economy that 
an inflation may be initiated. It may be smd, though, in favor 
of the aggregative method, that workers and employers in this 
war followed general price levels surprisingly dosdy. If bargain¬ 
ing is kept within the methodology of the “Little Steel Formula,” 
then it will not be incorrect to work with over-all consumption 
functions, war expenditures, and national income. 

A review of the economists' writings during World War 1 on the 
subject of inflation is enough to convince one that there has been 
a revolution in the subject of inflation economics. It b not posable 
to find an analysis during that period which really grappled with 
the problem, as the gap analysis does, in terms of antidpated ex¬ 
penditures and available goods at a given price level. 

Most of the literature of that earlier period dealt with the ques¬ 
tions of war finance and inflation from the point of view of the stock 
of currency, the state of the security markets, and the levd of in¬ 
terest rates. There seems to have been little objection to the propo¬ 
sition that the price rises which occurred were due to the increases 
in the amount of money in circulation or perhaps to the changes in 
the stock of gold. The quantity-theory explanation was in vogue. 
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The very proainent discussion of taxes vs. loans as a method 
of war finance, it might be suspected, would have led to some 
discoveries similar to those of the current discussion. But instead 
of considering taxes and loans with respect to their separate influ¬ 
ences on the rate of private-consumption expenditures in relation to 
available output, the arguments concentrated entirely on the 
respective burdens which would be left for future generations. 
The relative efficacies or even possibilities of reaching a solutidn to 
the immediate inflationary problem by the two methods was not 
adequately considered. 

A vast difference exists between the current fashions and the 
more classical methods of 1914r-1920, and the principal reason 
for this difference can be traced to the recognition today, from 
Keynesian economics, of the interaction between autonomous war 
expenditures and the consumption function in determining national 
income. 



CHAPTER Vn 


KEYNES AND SOCIAL REFORM 

Ill the past few years there has grown up a large group of young 
economists whoh ave accepted the theoretical doctrines of the 
Keynesian Revolution and who have come into national prominence 
through their support of an economic policy of full employment. 
The general public has closer acqumntance with the policy measures 
of these economists than with their theory, espedaUy dnce such 
confused versions of their theories have been presented on a large 
scale to the public by the opponents of Ke 3 mesian economics. The 
preceding chapters have dealt largely with the historic devdop- 
ment of a body of economic thought. We are now ready to con¬ 
clude this volume with a chapter on the relationship of this new 
theory to our actual economic life. 

KEVNES’ SOCIAL PHILOSOPHY 

In Chapter I we pointed out some remarks in The Economic Con¬ 
sequences of the Peace by Ke)rnes which gave an idea of his appraisal 
of the capitalist development which preceded World War I. There 
Ke 3 mes viewed the capitalist system as smooth-working except for 
artificial barriers. He attempted to justify the unequal distribu¬ 
tion of wealth inherent in capitalist development. He argued that 
the conditions of the nineteenth century demanded a large amount 
of individual savings to support the rapid rate of capital accumula¬ 
tion, and considered the imequal distribution of wealth necessary 
to maintain the level of savings high enough to supply the abundant 
demand for capital. But he concluded the General Theory with 
these words: 

Thus our aigumeut leads towards the conclusion that in contemporary 
conditions the growthnof wealth so far from being dependent on the absti¬ 
nence of the rich, as is commonly supposed, is more likely to be impeded by it 
One of the chief social justifications of great inequality of wealth i, therefore, 
removed.' 

' General Theory, p. 373. 
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The unemployment problem has so greatly influenced contempo¬ 
rary life that economists have been forced to reconsider, in its 
entirety, their social philosophy. A philosophy appropriate to the 
conditions of nineteenth-century capitalism is hopelessly out of 
place today. 

Why did K.e 3 mes lay so much stress on the problem of unem- 
plojmient? While this was not the only economic problem, it was 
certainly one of the most important in the sense that it was at the 
root of most of the major social ills that plagued the world in the 
interwar period. For example, Ke 3 aies thought that full employ¬ 
ment would make for peace. He realized that domestic unemploy¬ 
ment caused capitalist nations to adopt beggar-my-neighbor 
policies in international trade in order to improve their employment 
position at the expense of the other countries of the world. The 
competitive struggle for markets among capitalist nations can 
never breed peace, only armed conflict. 

From Keynes’ point of view the economic system, as it existed 
before the war, solved appropriately the problem of resource allo¬ 
cation; it failed only in its solution of the unemployment problem. 
The line of least resistance seemed, evidently, to be to improve 
the conditions of employment while still maintaining the capital¬ 
istic market mechanism for allocation of economic resources. 
Thus the Keynesian approach is clearly to modify capitalism so 
that full employment can be maintained. Any features of the 
capitalist system which do not interfere with the achievement of 
full employment may be preserved, according to this position. 

There are other reasons why unemployment is such a dangerous 
social ill, and there are also other methods in addition to Keynes’ 
program of liberal capitalist reform of achieving full emplo 3 mient. 

The demagogue thrives on mass unemployment. The psychology 
of the Unemployed worker is such that he is willing to listen to many 
dangerous arguments if they hold promise of a job. There are not 
many social conditions that are more depressing than forced idle¬ 
ness and forced abstinence from consumption. If fasdstic dema¬ 
gogues can promise jobs, the unemployed workers may follow even 
if the job is one of producing bullets.’ It is no accident that the 
Nazis grew powerful in Germany during times of unemplo 3 mient and 
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economic dislocation. It is also no accident that native fascists in 
the United States g^ed great followings during the decade of the 
thirties through promises of improved economic conditions. Thus 
there is one type of solution to the unemployment problem in a 
capitalistic economy which will be brought about by natural forces 
if we adopt a do-nothing attitude. There will appear on the scene 
the fascists, who will bring about full employment by producing 
annaments in preparation for war. The need to avoid such a solu¬ 
tion shows clearly the importance of understanding the problem 
and of solving it by democratic methods. 

There is yet another method of achieving a full-employment 
economy which is essentially different from fascism and capitalist 
reform. This is the method of sodalization of the means of produc¬ 
tion. It was pointed out in Chapter III why a sodalist economy 
will always have full emplo 3 anent. There may be serious problems 
confronting the successful operation of a sodalist economy, but 
unemployment will not be one of them. 

There is a great misunderstanding among the American public 
that the practical reform measures of the Keynesian economists 
are leading to socialism. It must be emphasized that the Keynesian 
reforms do not infringe upon the rights of private individuals to 
own producer goods. The most important characteristic of a 
socialist economy is that there do not exist private property rights 
over -producer goods. The Ke3me5ian approach visualizes the 
state as a balancing force which serves only to supplement the be¬ 
havior of individual capitalists, while the socialist approach visual¬ 
izes the state as the sole entrepreneur which replaces, entirely, the’ 
individual capitalists. The Keynesian policy is, indeed, a con¬ 
servative one because it aims to conserve free-enterprise capitalisnj. 
Sodalism is not conservative; it b radical and aims to change the 
capitalist system into a completely different form. 

Fascism, on the other hand, represents the worst stage of capital¬ 
ism. It is the form that our capitalist society will acquire unless 
we are successful in bringing about Keynesian reforms or a sodalist 
economy. If we let nature take its course, the econoinic law of 
motion of capitalism will take us down the same road that Germany 
followed so recently.' 
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PLANNING POR FULL EMPLOYMENT 

It will be instructive to outline a practical program of economic 
policy which will be necessary in order to reform capitalism to a 
system of full employment. We shall first consider this program 
from a mechanical point of view, i.c., the way in which it should 
operate if it were accepted by the entire society. Then in the next 
section we shall consider this program in its relationship to the 
political scene, and try to judge whether or not it is possible. 

From the theor)' of emplo 3 Tnent discussed in the preceding 
chapters, the general problem of government economic policy can 
be very easily stated. It must be such that the government will 
supplement or stimulate total private spending on consumption 
or investment by exactly the amount that will maintain full em¬ 
ployment. We could also say that private investment plus govern¬ 
ment investment must be exactly equal to the amount which nill 
be saved by individuals and business firms out of their full-employ¬ 
ment income. We must caution the reader to be certain not to 
believe that this government activity must always be of a positive 
character. If the particular problem is one of filling the deflationary 
gap, the government must undertakca program of positive spending 
activity. However, if the task is to wipe out the inflationary gap, 
the government activity must be one of negative spending. In any 
case, the government is to be the balancing agent. An approxi¬ 
mate forecast must be made, in advance, of the level of income 
which mil be generated by private economic activity and a normal 
government budget. The difference between this level of income 
and full-employment income is a measure of the government’s 
task. If private activity will generate less-than-full emplo 3 Tnent 
income, the government must undertake a positive spending pro¬ 
gram in order to reach full employment. If the forecast ® shows a 
level of income above full-employment income, the government 
must curtail spending and combat inflation. 

> The problem of our ability to make adequate forecasts is a purely technical one. 
The author is currently attempting to construct statistical models urMch will be suit¬ 
able for sudf forecasts, and believes that the difficulties of the problem can be over¬ 
come. See L. R. Klein, "A Post-Mortem on Transition Predictions of National Prod¬ 
uct,“yournef of Political Economy, Vol. LIV, 1946, p. 289. 
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In the years before the war, the type of policy needed was one to 
combat deflation. The depression conditions of the 1930’s were 
never successfully eradicated by government action. Looking 
back, at this time, on our policy we can easily see why the United 
States remained in a depressed state for a decade. The size of the 
deflationary gap was never properly estimated, and the government 
activity needed to restore full employment was actually much 
greater than that which was instituted. 

The impact of the war on our economy showed clearly that if 
the government er^enditure is suffidently high, full emplo 3 onent 
follows automatically. The war activities of the government were, 
of course, larger than the necessary full-employment activities of 
a peacetime situation. That is why we ejperienced an inflationary 
pressure. But an intelligent politico-economic policy need not 
necessarily be either too great, or too small. It could be just right. 

All during the 1930’s our population was growing and our tech¬ 
nological productive capadty was growing; consequently the full- 
employment level of output was also growing. We should have 
been raising our sights to ever higher levels of full-employment 
income. Instead, we calculated in terms of 1929 as a norm, and 
our government economic poliqr was designed for a world of 
pygmies when we were approaching life in a world of giants. 

The postwar boom in which we are now Eving is not likely to 
last long. In the decade of the 1950’s (or even sooner), we may be 
confronted again with the problems of unemployment, unless we 
take adequate steps to prevent another catastrophic depression. 

Our theory of effective demand demonstrates that there are two 
classes of policy measures that we can use to raise the level of 
income in the system toward fuller employment. We. can try to 
stimulate investment by increasing the amount that would be 
spent on investment out of each level of national income, without 
at the same time inducing a compensating change in the amount 
that would be spent on consumption out of each level of national 
income. Alternatively, we can try to discourage savings by re- 
dudng the amount that would be saved (not spent on consump¬ 
tion) out of each level of income, without at the same time inducing 
a compensating change in the amoimt that would be spent on 
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investment out of each level of national income. Hie first type of 
policy attempts to raise the entire investment schedule ® (propensity 
to invest), while the second type of policy attempts to lower the 
savings schedule ’ (propensity to save). A high-level investment 
schedule and a low-level savings schedule will generate a very 
high level of income. These two types of policies are by no means 
mutually exclusive, but they do have different characteristics. 

The level of investment can be stimulated most directly by out¬ 
right government investment. There are many socially useful 
projects which need to be undertaken from the point of view of 
economic welfare of the entire community but which will not be 
undertaken by private entrepreneurs operating according to the 
profit motive in a capitalist society. For example, the slums in 
every metropolitan district of the United States should be cleared 
away and replaced with modem low-cost dwelling units. Cities 
should be redesigned to diminish the nuisance of smoke, provide 
better trafiic arteries, allocate space more rationally between 
dwelling areas and recreation areas, etc. These investment projects 
have not been and are not being undertaken, yet they are certainly 
desirable. They are not carried out by private entrepreneurs be¬ 
cause they are risky — if we use a money profit criterion. These 
projects, if they are to be socially useful projects, must be carried 
out for the masses of the people who cannot pay high rents. But 
low-rent housing will pay for itself slowly, more slowly than private 
capitalists require in the world of today. Useful investment schemes 
like these must be undertaken by the sole agency which can afford to 
take the risk of slow or zero return, the government. If is well 
known that the magnitude of all such building programs that are 
socially desirable could insure full employment in the United States 
for several years, at least. Here is an obvious method for stimu¬ 
lating the level of investment; the government directly invests in 
socially desirable projects which will supplement private invest¬ 
ment so-that full employment can be maintained. It should be 
remarked, however, that direct government investment would not 
be necessary if the private construction industry had sufficient 


’ These terms are carefully defined in Chapters III and IV. 
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capacity to carry out the program, for the government may sub¬ 
sidize private firms to encourage them to engage in activity which 
would otherwise not appeal to them because of the risVs involved. 
We should not be anxious, though, to subsidize those sectors of our 
economy which least deserve it. 

An alternative method of granting subsidies is to lower business 
taxes. Economists have recently been arguing strongly in favor 
of reduced business taxes in order to stimulate investment. How¬ 
ever, many of these arguments are not correct. The most frequent 
suggestion is to lower corporate income taxes. This policy will not 
stimulate investment in the way in which many people think it 
wiU. The theory of investment developed in Chapter III is a 
theory appropriate to a capitalist economy where entrepreneurs 
behave in such a way as to maximize their profits. What is the 
difference between maximizing 60 per cent of profits or 90 per cent 
of profits? The profit-maximizing relations are absolutely invariant. 
If the tax rate is changed from 40 per cent to 10 per cent, there is 
no reason why an entrepreneur who is maximizing his mdividual 
profits will directly alter his investment decisions. It is a general 
proposition that the profit-maximizing decisions of business firms 
are independent of the income tax structure (progressive or con¬ 
stant proportionality) if the marginal tax rate * is always less than 
unity, as is the case with any reasonable tax system. 

These remarks do not mean that variations in business taxes will 
have no effect on total income and employment, but they do mean 
that there is not an entrepreneurial behavior pattern such that 
investment decisions depend directly upon tax rates. If taxes of 
any variety, personal or business taxes, are lowered, disposable 
income in the hands of household consumers wiU be increased. 
The increased disposable income will cause higher consumption 
and thus induce, by the familiar multiplier theory, a higher levd 
of income in the system. The induced higher level of income leads 
to a larger amount of investment, but if there is no change in the 
basic relationship of investment to income, the process comes to a 

‘ The mar^al tax rate is the amount of an extra dollar of income ihat is paid in 
taxes. If the marginal rate is less than unity, every additional dollar of business in- 
come will not be paid entirely in taxes. 
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halt. Hence there may be an indirect effect on investment as a 
consequence of reduced taxes; the effect, however, is the same for 
either business taxes or personal taxes. 

An exception to the above argument occurs if business savings 
change when business taxes change. If business savings increase 
as business taxes decrease, there will be a smaller stimulus from a 
reduction in business taxes than from a reduction in personal 
taxes. 

There are other t)q)es of special taxes which may be directly 
conducive to investment. Tt has long been suggested that business 
firms be taxed on retained earnings which are not used for invest¬ 
ment purposes. A satisfactory tax policy along these lines has 
never been devised, but this is the direction in which we must look 
for investment-creatiag tax reforms. 

Ke 3 mes was long in favor of manipulation of the interest rate in 
order to stimulate the desire to invest. Such policies are based on 
the assumption that investment is sensitive to changes in the rate 
of interest, but as is pointed out in Chapter III, all the evidence, 
theoretical and empirical, suggests that the investment schedule 
is interest-inelastic today. We observed a great decline in the long¬ 
term rate of interest from 1932 to 1941, yet we did not observe high- 
level investment activity. Econometric models fitted to the data 
of that period show that we would not have noticed high-level 
investment even if other things besides the interest rate had re¬ 
mained constant. 

There may be some fields in which interest policy may have much 
more than average effectiveness. The government has begun to 
provide low interest rates on loans for residential building. This 
policy in itself did not cause a satisfactory upturn from the trough^ 
of the residential building cyde in the 1930’s, but it may be more 
helpful in the future. At best, we can hope for a small stimulus 
in a few isolated sectors of the economy as a result of lower interest 
rates. Interest rate policy can, in general, be expected to be quite 
ineffective. 

Another reform measure, along more dassical lines, which is 
advocated *as a stimulus to investment, is the abolition of certain 
monopoly privileges. For example, it is often said by critics of 
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both left and right that the patent system which grants at least 
17-year monopolies on new inventions serves to decrease the volume 
of investment by holding back innovations which would other¬ 
wise call for increased investment The innovations are suppressed 
because they conflict with certain vested interests. It is undoubtedly 
true that patents are used to suppress innovations in many cases, 
but it does not follow that patent reform, in itself, would be enough 
to maintain the investment schedule at a full-employment position. 
The same can be said of all other anti-monopoly measures. It has 
been argued in this book that a perfectly competitive capitalist 
system does not automatically solve the problem of unemploy¬ 
ment. In any t 3 rpe of capitalist system which lacks a definite plan 
to maintain investment and savings in full-employment relation¬ 
ship with one another, there will be economic fluctuations, and 
there will be periods of substantial unemployment. 

Many economists have defended monopoly privileges on the 
ground that they stimulate investment. They dmm that the inno¬ 
vations of our modem industrial sodety require extensive sdentific 
research facilities which cannot be provided in small firms.. It re¬ 
quires, according to their reasoning, corporations like General 
Hectric, General Motors, American Telephone and Telegraph, 
Du Pont, etc. to furnish adequate laboratories in order to carry 
out the sdentific research underlying innovations. However, when 
we speak of abolishing or revising the patent system to decrease 
the power of monopoly interest, we should also indude a proposal 
for the maintenance of sdentific research on a large scale in non¬ 
profit institutions such as government or university laboratories. 
A well thought out plan can provide for the abolition of monopolies 
and maintenance of research simultaneously. An adequate scheme 
can make for increased investment, but we must still prepare for 
the contingency of depression or inflation in a competitive system. 

Keynes’ latest contribution to economics came forth during the 
war in the form of the Keynes Plan for international monetary 
stabilization. He was in large part responsible for the work ac¬ 
complished at Bretton Woods, which may provide an additional 
stimulus to investment. When there are no profitable outlets for 
domestic investment, capitalists may look abroad for fresh oppor- 
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tunities. Foreign investments, like domestic investments, also 
lead to higher levels of national income. The International Bank 
in the Bretton Woods proposals is a definite attempt to under¬ 
write, in undeveloped countries, investment projects that would not 
be carried out as part of the activities of the private capital market. 
All the investment projects supported by the bank will definitely 
serve to enhance the general levd of prosperity, but again the 
limitation is a quantitative one. We cannot depend on the level of 
foreign investment to supplement domestic investment just enough 
to obtain full emplosnnent. .The resources of the bank may be 
utterly inadequate to underwrite enough capital exports to fill the 
deflationary gap in the United States, for example. International 
investment will help improve domestic prosperity in this country, 
but it is likely to be on a small scale as compared with the magni¬ 
tude of our economic problem. 

The methods of government investment, tax policy, interest- 
rate policy, anti-monopoly policy, foreign investment are the 
principal sources for raising the investment schedule toward higher 
positions, and we must now turn to the alternative approach deal¬ 
ing with policies directed at the propensity to save or consmne. 

It must be remembered that a policy to improve the level of 
employment by acting upon the propensity to save means a policy 
to change the position of the entire savings schedule; i.e., a policy 
to change the relation between savings and income. This is some¬ 
thing quite different from a policy which merely , changes the in¬ 
dependent variable (income) of the savings schedule without 
changing the position of the schedule. For example, a public-works 
policy which creates direct government investment causes more 
income to be paid out and thus changes the income variable of the 
savings schedule. This income change, in turn, causes a change 
in the observed level of savings, but the propensity to save, the 
saving schedule, has not changed. We can move to new positions 
on the savings schedule and thereby alter the observed levels of 
savings, income, investment without affecting the position of the 
savings schedule. However, we now turn to policies which attempt 
to change the fundamental habits of saving and thus change the 
position of the savings schedule to a lower level. 
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From statistical data over the last three decades we notice a 
gradual downward shift in the schedule relation of savings to in¬ 
come. There are certain natural forces which are dowly altering 
the propensity of the entire community to save. We have moved 
in the direction of a higher consumption economy, but at the same 
time we moved much faster toward a low-investment economy; 
hence the savings schedule in relation to the investment schedde 
produced unemployment m the 1930’s. We had over-savmgs in 
relation to investment, but the propensity to save was not in¬ 
creasing temporally. 

The natural forces which were lowering the propensity to save 
were changes in consumer tastes, the growth of the advertising 
industry, the increasing degree of urbanization, the increase of 
educational opportunities, the increased use of consumer credit. 
The first two forces (consumers’ tastes and the growth of the ad- 
vertismg industry) are related. Consumers were propagandized 
by advertisements that the “American Way of Life” called for 
certain expenditures (two cars in every garage, e.g.) that they had 
not previously been accustomed to make. The advertising industry 
has certainly had a bad influence on many aspects of our lives-. 
Xt has been grossly untruthful; it has caused waste; it has served to 
support wealthy vested interests; but it has also served to maintain 
consumption at a level higher than it otherwise would have been. 
Advertising is not the best way to get a high-consumption, low- 
savings economy, but it is a way. 

More important, though, than advertising has been the migra¬ 
tion of population from farms to the city. It is well known from 
family-budget studies that city dwellers have a much lower pro¬ 
pensity to save than do farmers; hence the trend toward urbaniza¬ 
tion has served to lower the savings schedule. 

Education serves to teach people to enjoy the fruits of life. 
We learn to use complex labor-saving devices in the form of durable 
consumer goods that increase the propensity to consume or decrease 
the propensity to save. Along with education, we are more able to 
pay for these expensive items with a small income augmented by 
the use of consumer credit, whereby borrowed funds as well as 
current and past income can be used to purchase these goods. 
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These forces which tend to lower our propensity to save have 
evolved naturally in our system, but they can also be incorporated 
into a consciously directed government policy. We can subsidize 
truthful advertising and education. We can have government 
investment projects to mechanize agriculture and get the surplus 
population off the farms into the city in more productive jobs 
where these migrants wiU have a lower propensity to save. We 
can extend the operations of organizations like the F.H.A. to 
provide credit for durable consumer goods at low interest rates. 
All these policies will depress the savings schedule and help to 
reach a high-consumption economy. 

We can attempt to tinker with these trend forces which influence 
the propensity to save, but we can also attempt to bring about 
more fundamental reforms which will lower the savings schedule. 
How are savings habits formed? What are the causes of saving? 
A basic program should investigate these questions and attempt 
to influence fundamental habits.* 

In our modern industrial society built on individualistic prin¬ 
ciples there are obvious reasons why people save. They save for 
the rainy day when they will be unemployed, sick, disabled, or too 
old to work. They will attempt to provide for future outlays to 
set up a home during married life, to educate their children, to 
cover the expenses of maternity, to cover funeral expense, etc. 
These are some of the primary causes of need listed in the famous 
Beveridge Report of 1942. The obvious way to diminish savings on 
account of these primary causes of need is to have the state provide 
for these needs at the cheapest possible cost. People now try to 
provide for some of these contingencies through privately held 
insurance policies. Every year the American people pour billions 
of dollars into insurance companies for future contingencies. These 
companies in turn must find profitable and safe investment outlets 
for ^ese funds, and this is not always possible. Furthermore, the 
private insurance industry has not been able to make low-cost 
policies available to the people so that they can cover adequately 
these primary causes of need. We need a non-profit institution like 
the government, which can provide a comprehensive, minim um 
program of social security in order to reduce the propensity to save. 
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This program must cover the entire population, and it must cover 
all those contingencies which cause people to save on a large scale 
for the future. A program like that embodied in the Beveridge Plan 
or the Wa^er-Murray-Dingell Bill in this country is necessary in 
order to reduce significantly the level of the savings schedule. 

A high-level-consumption economy is really the long-run hope 
for capitalism. Suppose we rebuild our cities and roads, what 
peaceful investment project should come next that could be large 
enough to insure full employment? Maybe there wll be some¬ 
thing available, maybe not. This question cannot be answered 
definitely in advance. But if we have reached a position of high 
consumption, the population will be better off from any welfare 
criterion and the unemployment problem will be at a minimum. 
The greatest possibility for reaching high-level consumption ap¬ 
pears now to lie in the plans for social security. If we diminish 
the fear of the unknown future on the part of consumers, they can 
enjoy the fruits of our economic activity in their youth when it 
can best be appreciated. 

There is at least, one further method of discouraging saving that 
has already been mentioned in earlier chapters. This method, the 
redistribution of income, has occurred often throughout the litera¬ 
ture. If we redistribute income from the rich, who have a relatively 
high marginal propensity to save, to the poor, we will decrease the 
community's marginal propensity to save. Such policies of income 
redistribution can be carried out by taxing the rich and paying 
a dole or other types of contributions to the poor. But, as has been 
remarked in earlier chapters, this procedure will not, in itself, 
be sufficient to insure full employment. There is a tendency to 
regard income redistribution as a panacea, but this tendency is mis¬ 
leading. Any program of capitalist reform ^ould include income 
redistribution, but this program, if it is to be successful, must not 
rely unduly on this one element to bring about full employment. 

One of the major propositions in Keynesian economics is that 
the savings schedule is stable,.changing only gradually as a result 
of trend forces. On the other hand, it is posited that the investment 
schedule is extremely unstable and that this instability is respon¬ 
sible for the pattern of the bu^ess cycle. The reasons on which the 
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Stability of the savings schedule is based give us a hint as to the 
proper tu nin g of the various steps in a full-employment program. 
The savings schedule is stable because the decision to save is based 
on institutions like insurance companies and thrift attitudes that 
are passed on from generation to generation. Most children are 
raised on the virtues of thrift, and high spenders are usually con¬ 
sidered to be unworthy citizens. It is difficult to change these 

fundamental habits, be¬ 
cause the action of any 
single individual has no 
appreciable iirSuence on 
the economy as a whole. 
It is necessary to get 
mass action; but each 
individual, thinking in 
terms of his own action 
alone, will refuse to 
participate. Curiously 
enough, people do not 
realize their own best 
interests. It is a theorem 
of the Keynesian system 
that if each person tries to save more out of his income than 
previously was done, the community as a whole will not end up 
with a greater amount of savings. Consider Figure 11. 

If each individual in the community increases his propensity to 
save, the savings schedule wiU move from Si to Sj. This means 
that the community will try to save more out of any level of income 
along schedule Si than along schedule Si. But the equilibrium or 
observed level of savings will fall from AB to CD. By trying to 
save more, we actually save less. The people acting on individual¬ 
istic principles do not know their own best interests. They must 
be taught to look at the system as a whole. These arguments show 
why it is difficult to induce the population to lower the savings 
schedule. 

We must resort to indirect methods such as social-security 
programs which wipe out the need for saving. However, it takes 
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time for these indirect methods to have their full effect, and we 
cannot rely on them in situations like those that developed in 
1931-1933. We must expect the policy measures designed to in¬ 
fluence the fundamental savings habits to show their full effects 
over decades. These policies are the basis for long-run hopes and 
cannot be used to counteract short, sharp fluctuations in the near 
future. We should smooth out the latter type of disturbances by 
government investment projects. A backlog of planned public 
works should always be ready so that unemployed factors can be 
immediately put to work on useful jobs whenever the private 
sector of the economy is unable to carry the balk Government 
spending should be very flesdble and subject to immediate release 
or curtailment in just that precise amount which will mountain 
full employment, no more and no less. But as the economy gradually 
reaches its position of high consumption as a result of social security, 
the amounts of government investment needed to counteract fluctu¬ 
ations will be smaller. 

Full employment seems to be such a desirable economic policy 
that we may well be led to wonder why there must be any oppo¬ 
sition to it. The major arguments voiced against the Keynesian 
economic policy of full emplosonent by more conservative econo¬ 
mists ' are threefold: (1) It takes away individual freedom. (2) It 
leads to inflation. (3) It increases the public debt. 

Kalecki, in an informal talk, recently met the first argument 
very elegantly with the remark that the regimentation of unem¬ 
ployment and poverty is infinitely more severe than the regi¬ 
mentation of economic planning. Which is worse, to tell the rural 
population of the Missouri Valley that they must use cheap elec¬ 
tric power in order to give jobs to the unemployed, or to have the 
mer^ants refuse to sell goods to these people because they do not 
have purchasing power? While some old-fashioned economists 
may ponder over the answer to this question, we know that the 
majority of the American people will quickly come forth with sup¬ 
port for the first type of regimentation. 

Those who fear a revolution of the bondholders in our society 


^ The opposition of the left is con^dered in the next section of tins chapter. 
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warn continuously of the dangers of inflation. They oppose the 
full-employment program because they believe that it may lead 
to excesses, to inflation. There does exist the possibility that the 
plans will be carried to excess, but if the alternative is the misery 
of the unemployed, then, by all means, let us have a little Inflation. 
In the Keynesian spirit we may always prefer inflation to deflation 
if the choice must be made, but we also should qualify this prefer¬ 
ence with the side-remark that we should like, even better, to have 
neither. There is no reason why intelligent economic planning 
cannot be of just the correct amount, that amount which gives 
permanent full employment and stable prices. 

There are several administrative methods of gaining full employ¬ 
ment without inducing inflation. If the economic planners are 
given complete control over the government fiscal polic}’ so that 
they can spend when and where spending is needed to stimulate 
employment and tax when and where taxation is needed to halt 
upward price movements, there will be no problem of associated 
inflationarj' dangers. But in our political society these powers 
of fiscal policj' are given only to Congress. That body must decide 
on the appropriate spending or taxing program. It is inevitable 
that the Congressional debating techniques will be much too slow 
and cumbersome to provide the flexibility needed for fiscal policy 
in a full-employment program. An alternative would be to main¬ 
tain a skeleton O.P.A. always ready to step in when the price level 
shows inflationary tendencies. The O.P.A. served us beyond all 
best hopes and wishes during the war, and it did not infringe upon 
any fundamental liberties, only upon the liberty of greedy profit¬ 
eering. This organization can serve us also in peace. We found 
during the war that tlic truly efficient waj’’ of preventing runaway 
inflation was through direct controls. These controls are also 
adaptable to a peacetime economy. We must have a planning 
agency always ready with a backlog of socially useful public works 
to fill any deflationary gap that may arise; similarly, we must have 
a price-control board always ready with directives and enforcement 
ofiicers to wipe out any inflationary gap that may arise. This is 
the road tb the kind of full employment tliat we need. 

The third objection against the full-employment program, the 
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evil of the public debt, leads to a basic matter, the reason why un¬ 
employment is a problem in a capitalistic society but not in a social¬ 
ist society. We might begin this basic discussion with the rhetorical 
question. Is not unemployment an unnecessary problem in this 
country? We should give the self-evident answer yes because the 
people in this country, at our present state of civilization, have 
vast unfilled desires; furthermore we have the economic resources 
with which to fill these desires. Why should we not use these re¬ 
sources to fulfill these desires? In a socialist economy we would 
use these resources as fuUy as is physically possible. We would dig 
coal, manufacture steel, operate motors, transport goods, as in¬ 
tensively and extensively as we have people who wish to carry on 
these functions at prevailing wages. The socialist planning board 
would plan to use our resources to that extent, the full-employment 
extent, as long as the unfilled desires exist. When we reach that 
blissful state of large-scale satiation of desires, we can use more 
leisure and less material goods. But things do not happen this way 
in a capitalistic society. We have the desires, and we have the re¬ 
sources, but the people with the desires are often unable to influ¬ 
ence the people with the resources. Since the state does not own 
the resources, it cannot insure that they will be used as much as is 
physically possible toward the fulfillment of desires. The state 
cannot insure full employment unless it can somehow control the 
resources that are necessary to put people to work on socially 
useful tasks. The owners of the resources do not have in mind a 
criterion of full employment; they are concerned solely with their 
individual profits. In addition, they often ao not know their own 
best interests, dnd fail to see the true relationship between full 
employment and their own profits. 

If the state is to adopt a conscious policy of full employment, it 
must use some device that will give control over enough privately 
owned resources to enable it to put the unemployed to productive 
efforts. An obvious way for the state to acquire the necessar 3 ' re¬ 
sources is for it to borrow funds with which to purchase the re¬ 
sources. The state may sell bonds, and with the proceeds of these 
bonds buy steel, machinery, tractors, and concrete in order that the 
unemployed may rebuild our cities or work on some other im- 
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portant project. The building up of the public debt to counteract 
unemployment is inevitable in our society where the means of 
production (the steel, machinery, tractors, concrete) are privately 
owned. 

Is the public debt an- evil? TTie funds raised by the public debt 
are used to put otherwise idle men to work, constructing homes, 
bridges, roads, and schools that make us richer in real terms; this kind 
of debt cannot possibly be an evil. The debt can become cumber¬ 
some, but it need not be evil. The cumbersomeness of the debt 
arises from the fact that interest on it must be paid periodically, 
and the government must have a source of funds from which to 
pay the interest. The source of fimds which the government uses 
is the tax revenue that flows from the periodic income of the nation. 
As long as the interest charge is a small fraction of the income, the 
burden is not cumbersome. At present interest rates and debt 
size, the interest payments are small in comparison to the national 
income. If income continues to grow secularly as it has in the 
past, there is little danger that the interest charge on any debt 
that we are likely to accumulate will become cumbersome. 

People are quick to argue that debts are undesirable for in- 
di-vidual business firms and hence must be undesirable for govern¬ 
ments. The analogy is completely unjustified. Individuals in a 
closed system operate in a sea of competitors. If they borrow in 
this system from their competitors and become unable to repay their 
debts, they fail because they owe their debts to a- competitor out¬ 
side their indi-vidual unit. Our government can borro-w for full- 
employment planning from its own constituents; it does not have 
to go to outside units for fimds. There is no possibility that a 
competitor can foreclose our mortgage. An internally held public 
debt can.never be a burden, because we owe it to ourselves. The 
more sophisticated opponents of full-emplo 3 mient planning com¬ 
plain that they are tired of hearing this trite “owe-it-to-yourselves 
argument.” We can only answer that we, too, are tired of hearing 
the a fortiori trite “burden-of-the-debt argument.” 

Mechanically the debt problem operates as follows: Given a 
certain defit, we must pay the annual interest charge. From the 
national income we extract a tax as government revenue, which we 
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then pay out in the form of interest. The debt is held largely by 
the richer classes; the taxes come largely from the richer classes; 
the interest is paid largely to the richer classes. We merely extract 
from the right-hand pocket of the rich and pay to the left-hand 
pocket of the rich. But if this transfer enables us to command 
enou^ resources to achieve full employment, then both the rich 
and the poor axe better off. The poor are better off because they 
have jobs instead of hunger pains and the nervous frustration of 
idleness. The rich are better off because they have lost nothing on 
the transfer and they get larger profits out of the full-employment 
income than would otherwise be the case. 

There is one more commonly made remark that must be disposed 
of, before we leave the problem of the debt. It is argued that we 
cannot postpone forever the evil day. The debt must be repaid. 
Where will the funds come from? Even in a capitalist society we 
shall not have unemployment forever. Innovations like the rail¬ 
road, electric power, internal-combustion engine and others do 
occur and will bring about some periods of prosperity to counter¬ 
balance depressions. During these prosperous times, it will be ad¬ 
vantageous to fight the danger of inflation by raising taxes and 
retiring debt. It is possible, though, that some of the debt may 
fall due at a moment when it is not propitious to raise taxes. If 
this be the case, then the govenunent merely needs to bonow 
funds to pay off the debt that is falling due and incur a new debt 
that exactly replaces the old debt. The government is a continuous 
institution that does not die when single constituents die. It can 
keep replacing old debts with new debts of the same aze as long 
as it lives, by transferring a claim from one constituent to another, 
with the same interest charge. This process, from the point of 
view of the government, is equivalent to the issuance of long-term 
debts, say, peipetuities. But from the point of, view of the claim¬ 
ant, who is a constituent, the risk is periodically transferred to new 
shoulders, which is certainly not undesirable. 

FOLL EMPLOYMENT AND POUTICS , 

The program outlined in the preceding section sounds reasonable 
and fits in perfectly with the Keynesian theoretical system„but it 
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may not solve our problems. The full-emplo)Tnent policies which 
set out to reform capitalism must be considered in reference to the 
realistic political environment of today. 

There are two groups of Keynesian economists today, both of 
whom accept the logic of the theory. One group supports the 
program of economic policy, and what is more, has faith that it 
will be successful; they regard this program as the best solution to 
the problem of unemployment. The major supporters in this 
group among the professional economists include Hansen, Samuel- 
son. Smithies, Mosak, Metzler, Hagen, Lerner, and Lange among 
others in this country.® The alternative Keynesian group is much 
less known but nonetheless correct. The second group holds that 
there are inherent characteristics developed within the capitalist 
system which wiU be insuperable obstacles to the actual carrying 
out of the necessary measures. This group is composed mainly of 
Marxists who possess, in addition to a rigorous theory of economic 
behavior, a theory of social and political development which gives 
them a basis for judging the practicability of Keynesian reforms. 
The best known spokesman of this group in academic circles is 
Paul Sweezy. 

We have already outlined the program supported by thg first 
group, and now it behooves us to weigh carefully the judgments of 
the Marxist group, which puts less faith in the possibility of liberal 
capitalist reform. 

Keynes, it has been stressed, is not a radical. He wanted to re¬ 
form capitalism in order to make it work better and to preserve it. 
How is it possible that any capitalist could object to a policy of 
the preservation of capitalism? The answer is that many capitalists 
are unaware of the precarious state of the system during a period 
of serious depression, and do not see the proper relationship be¬ 
tween their own position and that of the system as a whole. It is 
inevitable that most of the effective measures listed in the full- 
employment legislation above will be strongly opposed by some 
group of the capitalist population. A few examples will make this 
point unambiguously. 


* Some individuals in this group would not call themselves Keynesians. 
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There are two effective groups opposing the current Wagner- 
Murray-Dingell social-security biU. This bill is an integral part 
of a full-employment program because it is the main force to 
strengthen the propensity to consume. But the insurance trusts 
and professional medical societies oppose this legislation. The 
insurance companies are attempting to maximize their individual 
profits in a capitalist world and cannot assume a social responsi¬ 
bility for full-employment legislation which might impair that 
profit position. This is a typical example of a special-interest lobby 
opposing an integral component of a full-employment policy. Suci 
lobbies present huge obstacles to the program of the Keynesian 
economists. The medical societies cannot oppose social-security 
legislation on the ground that the aggregate income to the profes¬ 
sion will be lowered, because the reverse will undoubtedly be the 
case. Instead, the medical societies oppose the social-security bills 
because the income of practitioners wiU be redistributed in favor 
of those who have a smaller voice in the established organizations 
and because the society will lose some of its great powers in con¬ 
trolling the practices in the entire profession. In a capitalist society, 
powerful groups dislike to lose power as well as profits, and they 
will fight any legislation that reduces their power. The Marxists 
will argue that our society is permeated with groups which will 
act toward other parts of the program just as the insurance trusts 
and medical societies have acted toward social security. 

There is an inexhaustible list of such examples. The electric 
power companies in the Middle West will oppose a M.V.A. public- 
works project which would stimulate the level of investment. The 
banking associations opposed the Bretton Woods proposals because 
they saw themselves losing power to an international body. Many 
business men will declare that price control is very important 
in dosing the inflationary gap, but they will declare with renewed 
vigor that price control should not be applied in thdr own particular 
industry. They will oppose any measure that endangers their own 
profit position even at the expense of social maladjustment. Unless 
entrepreneurs can be brought to look upon the entire jystem and 
their social responsibility toward it, the Marxists will be correct 
in contending that the Keynesian policies are not politically feasible. 
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The Marxists do not oppose the Keynesian program. In fact, 
they will be vigorous supporters of full-employment legislation. 
But they are not satisfied with full-employment legislation as a 
permanent solution. They consider it to be in the interests of the 
common man and therefore support it, but the only smooth-working 
long-run solution for them is socialism. In a socialist economy 
there is less of a problem in overcoming the activities of spedal- 
interest groups. In such a system there is central planning which 
coordinates the activities of each individual economic unit with 
the movement of the system as a whole. This makes for smooth¬ 
ness and lack of friction vmder socialist planning. 


FULL EMPLOYMENT AND THE UNSOLVED PEOBLEMS OF ECONOMICS 

Our program of social reform must continue even after we have 
solved the problem of unemployment. Keynesian economics gives 
us a set of tools with which to work on the unemployment problem, 
but it does not deal at all with many other important socio-economic 
questions that also deserve a large share of our attention and 
study. 

Fair employment as well as full employment must become part 
of our reform slogan. It is true that fuller emplojunent makes for 
fairer employment, but we cannot relax our efforts to advance the 
economic position of minority groups with the achievement of a 
full employment economy. If full employment, with the Negroes 
in menial jobs, means a national income of S180 billion per year, 
then our goal should be a national income greater than $200 billion 
per year, which can be produced in a sodety where Negroes have 
exactly the same economic opportunities as everybody else. Just 
as the existence of unemployment causes disease in our economic 
system, preparing the way for disaster, so does the.existence of 
unfair employment create an equally serious disease. A complete 
economic theory must tell us how to get both fair and full employ¬ 
ment. We may accept the Keynesian theory as a step toward the 
formulation of the comprehensive doctrines for which we are now 
groping. 
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Secondly, Keynes hes shown us a way to get higher levels of 
income, but he has not assured us that this income will be dis¬ 
tributed in an equitable manner. Many of the Keynesian policies 
will serve to benefit the poor more than the rich. For pygTnplc^ 
social-security benefits which require a large employer contribution 
will represent a shift of resources from the capitalist to the working 
dass. But such redistributive schemes are not adequate, in them¬ 
selves, to prevent the existence of great social injustices. A suc¬ 
cessful program of full-employment policies in a capitalist environ¬ 
ment will still leave us with a highly skewed income distribution. 
This is another type of economic injustice, like the injustice of 
unfair employment, which eventually must pass away if we are 
to have true economic democracy. 

It should be recalled that the dassical economists assumed away 
the problem of unemplo}nnent in their theoretical system, yet they 
kept occupied with economic research. How then did they spend 
their time? They made contributions toward the solution of the 
problem of allocating resources in a full-employment economy. 

We too must study this problem, once we have put all our men 
and machines to some useful effort. The productive factors must 
be distributed among industries and occupations in such a way 
that we get as high a value of full-employment output as is physi¬ 
cally possible within our accepted pattern of work and leisure. 

The problem of resource allocation was not treated by Ke3mes, 
because there were more urgent matters at hand. But resource 
allocation will again become urgent when the problems that have 
bothered Keynes are solved. 
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A MATHEMATICAL MODEL OF THE TREATISE 

In order to get a comprdiensive picture of the structure of the Treatise, 
we can best formulate a simple model of the complete system. For easy 
reference, we define again all the relevant variables: 

I is the market value of investment. 

5 is the value of savings. 

Q is the windfall profits. 

r is the interest variable. 

f is the market rate of interest. 

0 is the physical volume of output. 

R is the physical volume of consumption. 

C is the ph3'5ical volume of investment. 

E is the incomes paid out to the factors of production. 

II is the price level of output as a whole. 

P is the price level of consumption goods. 

P' is the price level of investment goods. 

Ms is the stock of savings d^sits. 

Ms is the stock of business deposits, 
ilfi is the stock of income deposits. 

Vi is the income velocity of circulation. 

Wicksell defined the natural rate of interest as either that rate which 
achieves price stability or that which equates savings and investment 
Keynes applied this idea to his definitions of savings and investment 
to get the equation 

Sir) = m 

whose solution in r determines the natural rate of interest Actual or 
observable savings-investment which occurs in the market may be quite 
different from that calculated by substituting the natural rate in the 
savings or the investment function. Observable investment would be 

S(r) + Q<^ = m 

where r is the market rate, of course. Wicksell considered F as given 
by the banking system within limits; ».e., he stated that the banks were 
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free to determine F as long as their reserve position enabled them al¬ 
ways to supply the proper amount of credit corresponding to the rate set, 

Keynes also assumed that the banks could determine the market 
rate of interest at F. Furthermore he thought that they could control 
the volume of savings deposits, Jlfj. These controls are certainly ques¬ 
tionable, but let us follow the mechanical procedure of going where his 
assumptions lead us. The interest equation along with the others dis¬ 
cussed in Chapter I and certain obvious relations can be written as fol- 

= 5(r) 

= Q(r) 

= F 

= E+Q(r) 

= £-5(r) 

= S(P’) 

= Mj 
= 0 
= E 

= n 

= Ml 
= 0 
= /0 

In order, we have the savings-investment equation, the profit func¬ 
tion, the autonomously set market rate, the “fundamental equation" 
for the determination of n, the definition of savings (or, alternatively, 
our version of the “fundamental equation” for the determination of F), 
the bearishness function, the given stock of savings deposits, the given 
output, the definition of income velocity, the given velocity, the given 
stock of income deposits, the division of output into consumption goods 
plus investment goods, and finally a definition of the market value of in¬ 
vestment. We now find ourselves with as many equations as variables 
when we distinguish between the natural and market rates as distinct 
variables. 

The first equation can be solved for the natural rate of interest, say. 
To. Substituting the market rate in Q(r), we next calculate the windfall 
profits. Adding the observable savings and the windfall profits, we get 
the actual level of investment, S(f) + Q(F) or The equation of 
bearishness ^elds a solution F' = F'o', furthermore the ratio I(^/F\ 
gives Co, the volume of real investment. From the equation 
Co + .R= 0 


Ur) 

Q 

r 

no 

FR 

Ml 

Ml 

0 

MiVi 
Vi 
Ml 
C + R 
P'C 
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St, the volume of consumption, can be calculated. We are now left with 
three equations 

nO = £+g(f) 

_P^ = E-S<f) 

MiVi = B 


to get the three variables H, P, E. The weak point in this system is the 
most important element of later-Seynesian economics, namely, a theory 
of effective demand. A quantity equation is Keynes’ sole theory of the 
determination of E, and the validity of this theory depends upon the 
assumptim that the banking system can determine the stock of income 
deposits Ml, as well as the total stock of money. Elsewhere, Keynes also 
put forth the “theory of effective demand” that E/0 is institutionally 
given as efficiency earnings. 

It is interesting to see that even if the “fundamental equation” for 
the price level of consumption goods be left as Keynes wrote it in the 
Treatise, the system does not become more or less determinate. This 
equation can be written, with the unwarranted assumption, as 

0^ R 

where /' = the cost of production of investment goods. The assumption 


merely adds another equation to determine Ae one new variable, so that 
the determinateness of P is, in a sense, unaffected. 

Keynes did not recognize Q 5 ^ o as an equilibrium situation, and for 
the case ^ •= 0 we do get a more consistent, although strictly classical, 
theory. For the equilibrium position he did support the quantity theory, 
as the quotation in Chapter I shows. The model would now become 

m = S(j) nO = i?P+50 

C + P = 0 

Mz = B{P') PC = Kf) 

In this case we have enough equations to determine all the free variables. 
If we consider only the following self-determined part of the system, 

I0 = 5(r) 
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we see that Keynes was as classical as he could possibly he. At-the going 
market rate of interest, all savings flow unobstructed into investment, 
and the amount of money determines the price level. Full-employment 
output is taken as given because it comes from the background equations 
of the complete system. 

MATHEMATICAL DEEIVATION OF THE SYSTEM OF THE 
GENERAL TREORT 

The Consumption Function and Liquidity-Preference Function. Con¬ 
sider an individual household trying to maximize its utility function, 
which depends on the consumption of present and future conunodities, 
and its structure of assets in the form of money and various types of 
securities. The maximization process is not unrestricted. We must 
impose a restraining condition which states that holdings of liquid 
assets at the beginning of any given period plus the interest earned on 
securities held during the period plus other income not spent on com¬ 
modities during the period (savings) equal the liquid assets held at ‘the 
end of the period. In other words, this condition requires that the rate 
of change of the stock of liquid wealth shall equal savings or that the 
stock of liquid wealth shall equal historically accumulated savings. We 
ignore the possibility of holding goods (inventories) on the part of the 
household, but this type of behavior will be included under the invest¬ 
ment activity of business firms. 

Let us write 

(1) u = «(*ii, ■ ■ •, -Vni, • • •, -Vir, — 7 ^r, ill, • • b,i, • • •, 4jr, • ■ •, 6»r, 

nil, ■ • ■, nir) 

s n t 

(2) w:(_i -H 2 (1 -f- rii)bi, i-i yt — '^pueou = m, -f- 

i=i •=i «=i 

t = 1, 2, ■ . r 

where u = utility of a particular household, xu = consumption of the 
i-th commodity in the 1-th period of the future; bu = the holding of 
the i-th security at the end of the 1-th period of the future; m, = the 
holding of cash balances at the end of the 1-th period of the future; 
ti, = the interest rate corresponding to the f-th security at the end of 
the (1 — l)-th period of the future; y» ,= the non-interest income of the 
1-th period of the future; pu = the price of the i-th commodity in the 
1-th period'of the future; T = the last period of the time horizon over 
which utility is maximized. 
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Our problem now is to marimize (1) subject to (2). First we form 
the funcUon 

T > II 1 

$ = « + 2 (1 + fit)hs, «-i + yi — 2 Pi^“ ~ iii] 

1-1 «=i i-i i=i 

Next, we derive the necessary conditions for a maximum: 


., 8$ _ ail 

.•=1, 2,-.. 

1, 2, • 

■■,T 


f-n) — X( = 0 

i=l, 2,.. 
f=l,2,-- 

•.j; 

■,T 


0 

7 = 1, 2, • • 

■,T 

Xr +1 = 0 by definition. 





The set of equations (3), (4), (5) along with the constraints in (2) enable 
us to solve for all the x's, b’s, and m’s in terms of the prices, interest rates, 
incomes, and the initial conditions. These solutions are the demand 
equations for the flows of commodities and the stocks of liquid assets. 
We write them as 

(6) *« = xiiipa, • • 't PnT, fill * • •> ftf) J’l) • • 'i yr»-ffio, iio, ■ • •) 6io) 

j = 1, 2, • • •, « 

1 = 1 , 2 , 

(7) hi = bit(^a, • • •, ^nT, fii, • * •, fiT, yi, • • •, yr, fh, ba, ■ • 'i W 

I = 1. 2, ■ ■ J 

< = 1, 2, • • r 

(8) TO, = TO,(fu, ■ • •, pnT, fu, • • •, r>T, yi, ■ ■ •, yr,»«», fco, •' 'i iio) 

< = 1, 2, • • r 

The form of the constraints (2) are such that the separate variables y,. 
Too, 6io, ■ ■ •, b,o, fa, ■ ■ ■ fii always occur in the particular form 

(9) Wo + 2 + yi 

i«sl 

Our model is dynamic because it represents a maximization over a 
future time period. The whole complex of future prices, interest rates, 
income, etc., must be based on the personal anticipations of the m- 
dividual household. We shall assume that the anticipated future time 
pattern of any variable is a function of the past and current history of 
that variable. In a discrete model this historial pattern can be repre¬ 
sented by a function of all the lagged values of the particuiar variable 
in question. A model with lagged variables will give us a dynamic 
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Keynesian system, but for our purposes of comparative statics we shall 
assume that all the lags are zero and hence work only with current values 
of all the variables; hence let us rewrite (6), (7), (8) statically as 


(10) Xi = Xi[pi, • ■ •, 

Pni 

vb. 

It 

(11) 6i = biiPi, ■ ■ ■, 

Pn, 

n, • • •, r„ y, a) i = 1, 2, 

(12) in = m(pi, • • •, 

Pfif 

n, ■ ■ •, r., y, a) 

where * 


t 

a = m + 

Define consumption as 



(13) 


“ c 

{^t 


n 

s 


and total security holdings as 
(14) 


2 *.- = h 


If we have a suitable aggregation procedure, we can write 

(15) c = c(p, r, y, a) 

(16) b = b(p, r, y, o) 

(17) in - m(p, r, y, a) 

in which r and p are the interest and price aggregates respectively. If 
we further impose the customary homogeneity conditions on our demand 
equations, they become 

(ISo) cIp = <^(r,y/p,alp) 

(16o) b/p - b*{r, yIp, afp) 

(17o) m/p = m*fy, y/p, a/p) 

Suppose that these equations are linear, as family-budget data suggest. 

(15J) c/p = do + dir -J- dty/p -f" d^a/p 

(166) b/p = «o + Sir + Ciy/p -f- eta/p 

(176) m/p = /o +/ir ■\-fty/p ■A'fin/p 

The community ® demand functions follow by summation over all indi¬ 
viduals. Consider (156); for example, with all variables pertaining specifi¬ 
cally to the individual household marked with a subscript i. 

’ The appropriate variable is a because the only component of (9) which does not 

i 

involve anticipated values is pto 

i-l 

* The reader should remember that we have been deaHng with the individual house¬ 
hold thus far. 
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'2,y< 

(18) - — + 

i i i P 

Cfp = di-\- dtr + dtY/p + diA/p 

where 

^3i<H 

dt .= 2^0*! *1* ~ —i “ "kc?- 

<• t 

c = 2^.;r = 2yr.-^ = 2®*- 

i i i 

Similarly we obtain 

(19) B/p = ei + «jr + eslV^ + 

(20) M/p =/4 +M + fiY/p +M/P 

The variable A/p is equal to M/p + B/p. We can, obviously, eliminate 
B/p between (18), (19), and (20) to get 

(18o) C/p = <?B "l~ dt/r-\- djaY/p + djiM/p 

(20o) M/p=jt-^Jir^JaY/p 

These are the usual Keynesian consumption function and liquidity 
preference function respectively. In most cases, we assume, however, 
dll = 0. Some empirical evidence supports this view.’ Another method 
of transforming (18) and (20) directly into the Keynesian equations 
is to consider A/p as representative of the aggregate real wealth of the 
community. If this real wealth is capable of producing the income stream 
Y/p, we can write 

(21) A/p = ^ 

which is the capitalization, at the going interest rate, of the income 
which the weali of the community produces. By substituting (21) 
into (18) and (20), we can eliminate A/p as a separate variable of the 
system. 

If income and consumption are variables of the system, we have the 
definition 

(22) S/p E Y/p -C/p^-di-d^+iX- dHY/p - d,A/p 
in which 5 = savings. 

’ See L. R. Klein "A Post-mortem on Transition Predictions of National Product,” 
Jourml of Fotilieal Economy, Vol. LIV, 1946, p. 289. 


2 «.- P 

i 
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Equation (22) is the savings function. It is redundant to use both the 
savings function and the consumption function in the system. 

It should be noted that in the above derivations the variable y was 
called non-interest income. However, in the constraining equation (2), 
interest income and non-interest income always enter additively; hence 
we can consider (10), (11), (12) as solved in terms of income including 
interest as well as in terms of non-interest income. Equations (18) and 
(20) are more convenient if the variable Y includes interest income. It 
should also be noted that d?, ei, ^,fi, and/, are weighted averages of 
individual parameters, the weights being the individual money incomes 
or liquid assets. If the distribution of income and that of wealth do not 
change radically over short periods, these weighted averages may be 
regarded as stable parameters of the system rather than as variables. 

Tha Inveslment Function, General Case. The entrepreneur will be 
assumed to behave, with regard to the purchase of capital assets, accord¬ 
ing to the principles of profit maximization over the anticipated future 
life of the asset in question. The anticipated profits which are to be 
maximized can be written as 

(23) (py - wN)^de - q(^ 

where p = price level of output, y — volume of ou^ut, v) = wage rate, 
N = employment, p = discount rate, T = entrepreneurial horizon, q = 
price of new capital goods, I = money value of investment. 

The last term is not included under the integral sign because it repre¬ 
sents an outlay on durable equipment, which will produce goods and 
services over the whole horizon. The input of labor and the output of 
goods will be flows coming forth during the entire period (0, T), but the 
capital outlay will be made once and for all at the beginning of the plan¬ 
ning period. Other terms, such as the market value of existing capital, 
could also appear in the profit function although they have no influence 
on the maximizing conditions. 

The rational entrepreneur will now behave so as to maximize t subject 
to the production function 

(24) y = -, Kj 

* We 'write rile production fuocrion this way in order to riiow the terimological dis¬ 
tinction between new and old capital. The ^tinction can be carried mudi furriier 
to show the technological differences between capital goods of all age groups. The 
fimctien (24) is a convenient compromise between the most general case and the case 
where no distinction is made. 
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wHere K = accumukted volume of capital at the beginning 

of the period. The resulting maximization condition will be 


when 1 ) = elasticity of demand. This equation establishes a relation 
between p, y, N, K, p, q, and whidi can be called the investment func¬ 
tion or the schedule of the marginal efficiency of capital. The term under 
the integral is the discounted stream of future returns expected to be 

realized from the use of the newly purchased capital equipment, -• The 

discount rate, p, is that rate which discounts this stream to the current 
purchase price of new capital, q. This is precisely Keynes’ formulation 
of the marginal efficiency of capital. 

The demand for labor, as well as new capital, follows in a simikr 
fashion from this model of profit maximization. We can maximize profits 
with respect to small variations in labor input This leads to 




The marginal value productivity of labor is equated to the wage rate, 
giving us the demand schedule for labor,^ 

The Investment Function, Special Case* There are two unknown func¬ 
tions which enter into the make-up of the marginal efficiency of capital, 
the elasticity of demand and the marginal productivity of new capital. 
We know the elasticity of demand in the case of perfect competition, 
but if competition is assumed to be imperfect we can simplify the problem 
by assuming the elasticity coefficient to be constant. In view of much 


' In this demonstration we have assumed a veiy simplified type of economy. To 
say that firms maximize the profit function (23) is not as realistic as it should be; some 
firms, as well as households, are concerned about the structure of their assets. A 
more complete theory should assume that firms maximize a utility function which de¬ 
pends on the time patterns of future profits, of the stock of fixed capital, of the stock 
of liquid assets, of the stock of inventories. The more general theory leads to many 
more equations in the micro*system — but can also be reduced to macro-systems like 
thatof K^es. We have merely attempted to demonstrate simple theories that lead 
to the Keynesian system. In the case of the theory of the household, we could not 
have been much less general, because we had to show the foundations*of the theory 
of liquidity preference, which is not possible without introducing the asset structure 
specifically. 
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empirical evidence that constant elasticity demand functions fit the ob¬ 
served data well, the latter assumption is not bad. We also have much 
empirical evidence concerning the production function. A slight variation 
of the fa mili ar Cobb-Douglas production function to the form 

(27) y = 


is consistent with the output-input data of many industries and also of 
the economy as a whole. 

By making use of these two empirical facts and substitu ting in our 
profit-maximizing equation, we obtain 


(28) 


^ - g = 0 


<f) 




• 4 ^ 


Let us assume that the entrepreneur who does not know the value of the 
integrand over each time period of the horizon anticipates the integrand 
to take on the same value (current value) for each time point of this 
horizon. We then have 


(29) 


- = ufl - (1 - c-^p) -^K 

? \ v/gp 7s 


This is our Keynesian investment function. H p = g or p = vg, then we 
get the customary version of the Keynesian function 

or ^ = f(y, P, K) 

We can also write this result in terms of money values instead of real 
values to get 

(31) i=r(I>y,P,gK) 

In all the short-nm theories, we assume that K or gK is given by the past 
history of the system and enters only as a parameter in the investment 
function. We also assume that we can write r, the interest rate, for p 
because the^ difference between the two can only be accounted for by 
subjective risk elements which’are not to be explained by our theory 
and must be taken as given. 
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We can also see clearly why the investment function is likely to be 
interest-inelastic as the horizon, T, is shortened, which we believe to be 
the case today. 


(32) 

Investment is less sensitive to the discount rate as the period (0, T) is 

contracted, because the absolule value of y' falls with declining T. 

dp 

The steps which were completed in order to derive the Keynesian 
investment function can be considered to apply either to the individual 
firm or to the commimity. The justification for their application to the 
community is based on the theory that the profit maximizing equations 
of micro-economics hold in analogy for the macro-system if the aggregates 
of the latter system are properly measured.' 

MATHEMATICAI. MODELS OF KEYNESIAN AND CLASSICAL ECONOMICS 

In order to compare two different economic theories, it is very helpful 
to construct mathematical skeletons of the system supported by each 
theory. The differences in analytical structure between these two skele¬ 
tons should show clearly the essential differences between the two theories. 

The most general form of the Keynesian system consists of the savings- 
investment equation, the liquidity-preference equation, and the back¬ 
ground relations from the real part of the system. It can be wntten as 
follows: 

(34) S(r, Y) = I{r, Y) 

(35) ilf = i(r, I") 

(36) Y = py 

(37) y = y{N) 

(38) w = - ^jy'(A^) 

(39) N = F{ui) 

* See L. R. Klein, "Macroeconomics and the Theory of Rational Behavior,’' Ecoitv- 
meltiea, Vol. XIV, 1946, p. 93. 
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■where 5 = money savings, 1 — money investment, = the stock of 
ca^ balances, r == the interest rate, F = money income, y = real income, 
^ = the price level, N = employment, a; = the wage rate, ij = the 
elasticity of demand.'' In tl^ short-mn model we assume that the stock 
of capital is given, i.e. K = K. It is further assumed that these equations 
have particular shapes. Specifically, 

dS 

■r— S 0 and small in absolute value 


^>0 

dr 


and small in absolute value 


&>“ 


and large in absolute value 


6L „ 
dF 

dv> ” 


for N ^ No where No is full employment 


dF 

0 ^ 3 — < « for iV > No 
— dw 


It is true, of course, that there are just enough equations to determine all 
tlie independent variables except M, which is assumed given by bank 
policy. 

The classical model can also be written in terms of a few simple equa- 


tions. It is 


(40) 

S{r) = 7(r) 

(41) 

11 

(42) 

F = #y 

(43) 

II 

(44) 

w = p/iN) 

(45) 



' We have suppressed the price level as an explidt variable in the savings function 
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with the conditions 


3r 


> 0 


K=K 

Many economists have maintained that the principal difference in 

these two systems rests in the substitution of N = F(w) for N = 

This we do not believe to be true, for by inserting the latter supply equa¬ 
tion into the Keynesian system in place of the former, we can still get 
a S 3 rstem which does not automatically obtain full employment. A more 
significant distinction between the systems occurs in the determination 
of the variable V. In the classical system, we can always solve the last 

three equations uniquely for A', and y. Then the quantity equation 

serves merely to determine the absolute level of prices, (or wages, w), 
while r is obtained from the savings-investment equation. There is no 
direct theory of the determination of F, merely one of the determination 
of p for a given level of full employment. We can call the employment 
full in this case because the value calculated for N lies on the supply 
curve of labor — all who want to work at the going real wage rate are 
hired. 

It has been argued that the classical economists really thought of 
the savings-investment equation as depending upon F as well as r, and 
the money equation as depending upon r as well as F. If this argument is 
correct, does it mean that the classical economists had a theory of effec¬ 
tive demand? We shall now show that it does not. One method of show¬ 
ing this is to construct a very general system which includes, formally, 
both classical and Keynesian economics. Then we shall show that one 
result follows if we use classical reasoning, and another result follows 
if we become Ke 3 mesians. 

This system will be one that is homogeneous of order zero in prices 
in all equations except that dealing with cash balances. If we change all 
prices and wages by the same proportions, we do not change any of the 
real magnitudes in the homogeneous equations. Furthermore, there will 
be perfect competition in all markets. 

Our system can be written in terms of any numirairt^ Following 
Keynes, we shall use the \^age-iate as our mm&raire; thus Ae following 
relations will hold. 
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Iviy ^ • 


(46) F 

— wKw, S — I == U = v)U^ 

where the ! 
model is 

subscripts denote variables measured 

(47) 


(48) 


(49) 

11 

(50) 

y = y(A0 

(51) 

•w — py'(N) 

(52) 

12! 

II 


■ WLv 


If every equation holds simultaneously, then we have a perfect equilib¬ 
rium of perfect competition. The classical solution fits this case. From 
the solution of (49)-(S2) we obtain 

i\r = A'o 

y = yo 

= (F„)o 

Substitute (F„)o into the savings-investment equation and solve the 
equation 

5»(r,(r„)o) - 

for r = n. Substitute n and (F„)o into the money equation and calculate 
the level of money wages from 

jH„ = ^ = £„(ro,(F„W 


Since we know “ \^j tvo, we can get po. Every variable takes 
on a unique value, and we have full emplojunent because aU willing 
workers are hired at the real wage • 

Now, let us proceed as Keynesians. Solve again (49)-(52). Substitute 
the full-employment income, (F„)o, into the savings-investment equa¬ 
tion. Is there always a solution for r > 0 from the equation 


S«.(r,(F„)o) = /„(r,(F„)o)f 

There is always such a solution within the framework of classical eco¬ 
nomics because the classicals assumed shapes for these functions so that 
they would always intersect in the positive quadrant of the (5„-Iu, r)- 
planp The classical theory of interest assumes that savings decisions 
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and investment decisions both respond sensitively to changes in the rate 
of interest But Keynesian economics assumes that both functions are 
interest-inelastic. Under these conditions there may be no solution 
(r > 0) to the above equation when r„ is at a full-employment level. In 
order for the equation to hold something must give way, either r or Y^, 
Obviously r cannot give way because it is bounded by the restriction 
r > 0. But (Fu) can change. If F„ falls from (F„)oto (F„)i, we maybe 
able to get savings equal to investment. In fact, Y„ will fall until the 
two surfaces S„(r, Fa) and /«,(r, F„) adjust to an equilibrium. If we 
have the plausible conditions 


and 


5„(0,(F„)„) > /„(0,(F„)o) 
dSa - 


then falling income will finally bring savings and investment into equi¬ 
librium. But falling incomes bring about decreased employment. In the 
equation 


(49) 

substitute (51) to get* 


aiFu = py 


F„ 


p ^ ym 

y'(N) 


This substitution implies that regardless of the shifting adjustments, 
the demand curve for labor will hold. If there is ever any conflict be¬ 
tween the demand and supply of labor in the perfectly competitive case 
like the one we are considering (e.g. one of no trade-union influence), 
we can be certain that a short demand will dominate a long supply. 
Hence in the latter equation, with y'(iP) a decreasing function of N, a 
smaller value of F„ can be balanced only by 4'smaller value of N. It is 
not meaningful to assume that employed workers move downward along 
their supply schedule of labor,* for they would be accepting a smaller 
real wage than employers would be willing to pay. But it is meaningful 
to assume that they move upward along the demand curve for labor * 
and get the highest possible real wage offered for the amount of labor 
corresponding to the reduced level of income. In this position, the de¬ 
mand for labor at the going teal wage will be less than the supply, and 
the difference represents unemployment. 

' See Fig. 5, Ch. in. 

’ Sec Fig. S, Ch. HI. 
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We conclude from this argument that a perfect equilibrium of perfect 
competition is always possible in classical economics and is incompatible 
with Keynesian economics. The only type of unemployment that can 
appear in a classical model is that due to Wction and other imperfections 
or the imwillingness to work at going real wage rates. To explain un¬ 
employment in the Keynesian model, it is not necessary to introduce 
any frictions; it is only necessary to substitute a theory of effective 
demand for a theory of interest 

Will this unemployment which we have explained above be an eqvii- 
librium position? It is true within the classical system that money wage 
cuts always increase the level of employment and income. If wage cuts 
operate with the same force in the Keynesian system, the unemploy¬ 
ment position will quickly be wiped out, since we have assumed perfect 
competition in every market, including the labor mar ket. Classicists 
would argue that the excess supply of workers will be wiped out because 
they wiU compete with each other for jobs by cutting wages and thus 
restore full employment But the two systems have different structures. 
An employment-creating process in one system may not have the same 
effects in the other system. 

Since we have a completely determined system we can truncate it at 
any place we choose. Hence we can write 

(47) 5.(r, F„) = /„(r, F„) 

(48) = £^(r, r„) 

(53) w = w 

which is equivalent to the entire system above.*” The first two equations 

M 

can be solved for r, and Fu in terms of M„, which in turn equals —• 

Assume a bank policy favorable to the orthodox argument, namely, 
is held constant. Then output, F», is a function of w, the wage 
rate. Suppose that the unemployed workers cut wages. What is the 
effect on F„? It is easy to calculate a multiplier of the form 


(54) 


(i31w 


which will tell us the increment to output as a result of a wage cut. 

'“The fact that all equations do not hold exactly in the Keynesian system does 
not prevent us from taking this system as completely determined. Eveiy equation 
except one'holds, but all the variables take on unique values because the demand for 

■ labor dominates the supply. From the imperfect relation we get ,Ni. 
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Differentiating, totally, the first two equations of the truncated system, 
we get 


(55) 

(56) . 


dSg dr , dSg dYg 
dr dMic SVa dM^ 


dTu dr , QIvi dYto 
dr dMv dY„ dMv 

dLto dr , dLto dYn 
dr dMxo dY„ dM„ 


,. . - dY„ dr 

Treatmg this system as two equations m the two variables, 


we can solve to obtain 

(57) 


dYto 

dM„ 


dip, 

dr 


dS« 

dr 


dLfo 

(dU 

dS„\ 

dU, 


esA 

dYo, 

\dr 

Sr) 

dr 


dYj 


Professor Samuelson has shown that if a dynamic model, for which our 
static system is the stationary solution, is to be stable then the denom- 
mator must be negative.'^ It follows that 


(58) 


dYo, 

dM„ 


^ 0 ; 


there are some positive effects from wage cuts. But the fact that these 
positive effects are seriously limited in magnitude may have some bearing 
on the result. 

In the limiting case where the investment schedule is completely 
interest-inelastic and/or the liquidity-preference schedule is infinitely 
interest-elastic there is zero stimulus as a result of wage cuts. 


(59) 


lim 

dr 


dYo, 

dMto 


0 



Wages can be cut endlessly, but no increased output and employment will 
result. After some short period of high-level unemployment in an en¬ 
vironment of wage cuts, hyper-deflation will set in. Producers will con¬ 
tinuously find it more profitable to wait for wage costs to fall further and 
will postpone economic activity. If there are no frictions in the s)fstem, 
this process will go on until social revolution explodes the economy. 

u Behind this result, there is the very reasonable assumption that 0 < < 1. 
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In the case where we do not go to the limit, the multiplier, will 

be a small positive quantity.’® In this event, a sufficiently large multi¬ 
plicand will make the product (of multiplier and multiplicand) a sizable 
quantity. However, the wage-cutting argument must rest upon a small 
multiplicand. Wage cuts will engender anticipations of further wage cuts 
unless they are kept small. A large multiph'cand and small multiplier 
will lead to results identical with those of the limiting case—hyper- 
deflation. A small multiplicand and a small multiplier will do no good; 
their joint effect wull not cure unemployment. We really need a small 
multiplicand and large multiplier to bring the standard arguments into 
their own, but this situation is not foible in a Keynesian system. 

The possibility exists (though small) that wage cuts may alter the 
schedules of decisions to invest and to save. If we write 


(60) /„(r, r„) - 5„(r, Tu-) = - a 

(48) Jlf„ = Z„(r, r„) 


where a represents a positive shift of the investment schedule relative 
to the savings schedule, we can also calculate 


(61) 


_ dr 


5A. 


dSA 


{ai„ 


dVj 

[dr 

dr) 

dr ' 

[dY„ 

dYj 


In this multiplier equation, it is not the multiplier which is h'mited, 
rather the multiplicand. The multiplier is positive and will stimulate 
employment if coupled with a large enough multiph'cand, da. There will 
be forces acting to increase savings and thus reduce da, while there will 
be otiicr forces which will stimulate and also retard investment. IWiat- 
ever positive forces exist to make da large will be counteracted by the 
negative forces so that the final result is uncertain, though probably 
not large. The reasons for this final judgment are presented more fully 
in the text above. 


IHE LONG-RUN EQUILIBRIUM 

At any point of time the economic system can be regarded as tending 
toward a long-run stationary state in which there is no net investment 

B Weareas^iminsl^ =- .(r, YJ =md ^ where. and J are small 

positive quantities. 
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and in ■which all existing capital equipment is exactly replaced. This 
idea does not mean to imply that the stationary state 'will necessarily 
be reached, but any dynamical system can be considered as approaching 
a stationary norm which changes at different periods of time but always 
eiists as a useful concept. Outside factors will from time to time introduce 
^ocks within the dynamical system which will make it tend toward a 
different stationary state. The question to be investigated now, m the 
light of Keynesian economics, is concerned with the level of employment 
in the long run. Will the stationary state be one of full employment? 
The classical economists who first talked about the stationary state 
certainly assumed full employment for their long-run theory. Recently, 
Professor Hansen has disputed the classical position -with the argument 
that the institutional and psychological makeup behind the determinants 
of effective demand may be sudt that the system will settle down to a 
long-run, under-employment equilibrium. Professor Pigou was not 
long in coming to the rescue of the classical ■writers, and attempted to 
salvage their theory. It wiU be very useful to consider, in some detail, 
Professor Pigou’s case and to trace its full implications. 

Reckoning in terms of wage units we can easily write down a system to 
represent the long-run equilibrium, which is consistent with that of 
Pigou. 


(48) 
(62) 

(63) 

(49) 

(64) 

(65) 

( 66 ) 
(52) 


Mv, = i»(r, F„) 

•Sw(r, Ftt, Ktt) = 0 

/t»(r, K„) = 0 

= py 
wKa, = pK 
y = y(N, K) 

'•-fm 


The above model for the long-run equilibrium is essentially that of 
Pigou and not the result that would follow from a dynamical Keynesian 
rnodel, where the variable representing time is allowed to increase withoui. 
limit. In the Ke 3 mesian versions of this model, 7„ would appear in the 
investment equation and Ku would not appear in the savings equation. 


u Business Cycles, Norton, New York, 1941, p. 288. 

The Classical Stationary State,” Eeonmie Journal, Vol. Lm, 1943, p. 343. 
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If an economically meaningful solution to these equations should exist, 
then full employment would foDow, and the stationa^ state would 
represent perfect equilibrium of perfect competition. But Pigou has 
agreed that the added condition, r > 0 may make the system over- 
determined. That is to say, there may be no solution for r which has 
economic meaning when all other variables are at a full-employment level. 
There must be some least value of r >J), and if this value will not bring 
savings and investment into equilibrium at their zero levels, then some¬ 
thing must give way in the sj'stem. In reality emplo 3 Tnent is the thing 
that will give way,'® such that a solution for r exists consistent with less- 
than-fuU emplojunent values of the other variables. However, Pigou 
represented this sj-stem of equations as an impasse. He did not object 
to the conclusions of the classical economists, but he objected to the 
stracture of their model because he refused to admit the existence of an 
imperfect equilibrium condition. For Keimesians this system represents 
a situation of unemplojunent due to the overthrow of the classical interest 
theot>’. The market phenomenon of sticky wages will explain why the 
unemplojTnent position is one of equilibrium. 

The ace in the hole for Pigou was a slight modification of the savings 
schedule to the form 

(67) 5'„(r, r„, K„, M„) = 0 

The substitution of this function for the other savings function (62) in 
conjunction with the other equations of the system, Pigou thought, 
enabled him to save the classical doctrine. His argument was the follow- 

dS 

ing: Since it is reasonable to assume < 0, a flexible-wage policy 

will always push savings to the required zero level, even after r has b^ 

M 

lowered to its minimum value. It is obvious from the relation, Afu = —> 

that wage cuts serve to increase the stock of money, Jlf». If increases 
in ilf„ diminish the desire to save, then a flexible-wage policy can always 
insure the zero level of savings at full employment because unemployed 
workers will always bid w to such a low value that just the correct amount 
of savings is forthcoming. In this case the added condition on the interest 
rate docs not make tlie system over-determined. 

Pigou’s argument, however, is not quite convincing, and the classical 
point of view has not yet been saved. The assumption of unlimited wage 

»It is employment and not something else wHch gives way for reasons similar to 
those given previously in connection with the short-run models. 
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cuts, as has been pointed out above, is a very dangerous tool when we 
take into account any realistic conaderations of anticipations in the 
economic process. Professor Pigou mtut rest his argument on the fact 
that a very small wage cut will immediately restore high levds of em¬ 
ployment, so that a deflationary spiral is to be avoided. In particular, 
he must diow that in his system the relation 


(68) dV^ = ^dM„ 

^dds a large poative multiplier, so Ihs-t a small multiplicand can 
induce a large increment in income, dF®. We must consider, then, the 
conditions which make for large or small values of ■ 


The system 
(48) 

(67) 

(63) 

(53) 


34® ^ (r, F®) 

S(r, F„, Kv,, Mv) — 0 
J(r,iC®) = 0 
w ^ w 


is equrralent to the larger system with the background equations because 
with M, given by the banking system, the first three equations in con¬ 
junction with the background equations are sufficient in number to solve 
for all variables. Thus we can consider the first three equations as solved 
for r, F®, K„ in terms of w (or itf®) and w as determined along with 
iV, JC from the background equations. Whatever this value of w turns 
out to be, we shall call it w, Pigou, in his paper, actually assumed F„ = 
F® instead of w = w, but the difierence is not essential. As a matter of 
fact, in his Eviployment and Eqtulibriim, he pointed out that either 
w = w or F® = F„ was implicitly assumed by the classical economists. 

Suppose now that the solution to the abbreviated system is one of less 
than full employment with w = 55, in other words, forces are imposed 
upon the system so that the relations hold only imperfectly. Pigou’s 
process is then to lower w in the equations as a result of the competition 
for jobs. The stimulus to employment from this lowering of w can be 
seen from 

&Sa flJ® _ flJ® / dSy ■ dSvi di®\ 

(69) = ^TT® dr dKa \ 3r BAfu dr ) 

dM„ . di^ /ds^ ai^ _au 

BKv, Br aF„ dKu, \ dr BY„ dr dvjj 
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With Pigou’s assumptions 

<"«<»• 

it follows that 


But the size of the multiplier will depend, as in the short-run modds, 
on the structure of the entire system. 

In the long run, it is reasonable to expect that the rate of interest will 
be pushed toward its least possible value. If the stationary state is one 
of such foresight that there are no minimum risks connected with borrow¬ 
ing, the interest rate can fall to the minimum costs of making loans on the 
.part of the banks. This will undoubtedly bring the rate near zero. In the 
case of the presence of borrow’ing risks, the bottom to the interest rate 
may be somewhat higher, but no matter which point of view is adopted, 
the rate should be in a range in which the liquidity-preference schedule 
has great interest-elasticity. IVTiile the condition of interest-elastidty 
seems to follow directly from the Keynesian assumptions about the 
bottom to the interest rate, it can easily be shown that this condition 
follows also from Pigou's system. 

Instead of the liquidity function, as we have written it, he used the 
relation 



in which represents the Marshall “k.” He assumed 

Via 



In addition he stated that the function g falls asymptotically towards zero 
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M„ 


for large values of Thus when the interest rate is small and near 

1 to 


zero, as it will be in the stationary state, we get 

'''■ <0 




and small in absolute value. From the inverse relation 

03) ^ = FV) 

r tt 


we can calculate 
(74) 


aM„ _ ^ dlrHr)] _ y 






Where r is small, Pigou*s assumptions imply that is large in ab- 

solute value, so that will also be numerically large, althou^ nega- 
. or 

tive. 

The consequences of an elastic liquidity-preference schedule are that 
the stimulative efiects of wage cuts will be very slight In the multiplier 

BIm dS BS 

expression, all terms not involving -r— do involve either ~~ or -r^ as 

Vf vT 

factors. Pigou admitted that the magnitude of both these slopes of the 
savings function would be extremely small, numerically. In the limiting 
case where these terms tend to zero and the liquidity preference function 
tends toward infinite interest-elasticity we get 

dY„ dS„ 

dMn dMv, 

■^0 ^ 

f7S as.. 


->•0 


lim 
dS„ 
dr 
dSy, 
aK„ 

BS 

The size of the multiplier depends upon the relative sizes of and 

as„ 

gjp. The only way to determine the multiplier is to obtain quantitative 
estimates of the parameters of the savings function. Econometric results 
show that is in the neighborhood of 0.2 or 0.3, but the past data 
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have never sho\vn a significant correlation between S„ and M„ when all 

other variables are taken into account. It is likely that is numeri- 

dM„ 

cally small. This is consistent with Pigou’s admission of the possibility 
respective influences of Af„ and K„ on would 

be expected, a priori, to be of the same order of magnitude. ’ 

The modification of the savings function has really done veiy h'ttle to 
enable Pigou to abstract from the deflationary aspects of expectations. In 
this case, even if we admit flexible wages, full emplo 3 mient will not be 
readily achieved. With the existence of unemployment, workers will 
continue to cut wages in their competitive struggle for jobs, but there 
will be little stimulus to increased employment, and expectations of 
further wage cuts must certainly develop. Producers will postpone action 
in anticipation of further wage cuts; prices will be depressed; and the 
economy will travel downward in a hopeless spiral. As before, we intro¬ 
duce the condition of rigid wages to show why the system will stay in the 
imperfect equilibrium condition and not collapse as a result of the de¬ 
flationary spiral. 

However, there is one case which may be labeled as an extremely classi¬ 
cal situation in which Pigou’s results can be obtained but which does not 
follow from his assumptions. One of the important aspects of this situa¬ 
tion is contained within the following statement by Keynes: 

In a static society or in a sodety in which for any other reason no one feels 
any uncertainty about the future rates of interest, the Liquidity Function is, 
or the propensity to hoard (as we might term it) will always be zero in equi¬ 
librium. ... Thus if it is practicable to measure flie quantity, 0, and the price, 
P, of current output, we have Y = OP, and, therefore, MV = OP; which is 
much the same as the Quantity Theory of Mon?y in its traditional form.” 


If we assume, as a characteristic of the stationary state, that there is no 
uncertainty as to the future rate of mterest, then the liquidity-preference 
equation can be replaced by the quantity equation, and the effects of 
wage cuts should be favorable to employment. In fact for this case it 
follows that 


(76) 


dY„ 1 

dM„ 

d » 


” General Theory, pp. 208-209. 
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The multiplier is the income velocity of circulation of cash balances 
Cor the reciprocaf of fie Marsiail This value has been estimated 
at two or three for the United States; consequently we should expect, 
in this case, a favorable result from wage cuts which could quickly restore 
full employment and avoid the disastrous results of hyper-deflation. If 
this model is what the classical economists had in mind for their stationary 
state, then perhaps they were correctly following their assumptions. 
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